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The federal government collected $80.2 
billion in the fiscal year ended June 30, 
1957. This is $5 billion more than was 
collected in the preceding fiscal year. 
The largest gain occurred in individual 
income and employment tax collections. 
About 68 per cent of the total came 
from the small geographic area from the 
Great Lakes east to the Atlantic Ocean, 
as illustrated on our cover map. 





COMING— 


Business losses are bound to happen. It is not a question of 
whether, but a question of when. They are an occasion for sympathy 
but sympathy does not make the loser whole—even if sympathy is 
extended, to a limited degree, by the Commissioner. The Commis- 
sioner's sympathy is limited, of course, to an income tax deduction. 
Professor Robert S. Holzman takes hold of this subject and the in- 
surance contracts involved, with the result that he provides a very 
worth-while article of practical value. 


Three stages of a small-business man’s life are proprietorship, part- 
nership, corporation. It is the last stage which calls for considerable 
soul searching, and a decision which is influenced by tax considerations. 
The small-business man must equate the advantages of operating under 
the partnership form and those advantages accruing to him from opera- 
tion in corporate form. It's a subject on which he quite naturally turns 
to his tax man for counsel, and a subject that two well-known tax men 
—George E. Ray and Oliver W. Hammonds—take in hand. 


While there has been much publicity about pension plans of large 
organizations, the small firm finds it increasingly difficult to retain per- 
sonnel without some fringe benefits such as pension plans. Gordon 
D. Simons, who has had some experience with pension plans for 
small businesses, writes about some of the cost problems that he has 
encountered. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 


The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, George J. Zahringer; Circula- 
tion Manager, M. S. Hixson 





DECEMBER 1957—CONTENTS 


Vol. 35 No. 12 


In This Issue 898 
Interpretations ; 902 
Lectures from the Tenth Annual Federal Tax Conference of the 
University of Chicago Law School 905 
The Rulings Program of the Internal Revenue Service 
by Nelson P. Rose 907 
Tax Highlights of the Past Year by Lee |. Park 913 
Accounting Treatment Counts in Determining Net Taxable Income 
by Raymond A. Hoffman 918 
Accounting Methods and Changes Therein 
by Mark E. Richardson 924 
Tax Planning at the Time of Incorporation by John S. Pennell 927 
Purchase and Sale of Corporate Businesses: Tax Opportunities 
and Pitfalls by Richard H. Levin 942 
Penalty Tax on Corporations Improperly Accumulating Surplus 
by Richard B. Barker 949 
Current Developments Affecting Loss Corporations 
by Albert E. Arent 956 
Tax Aspects of Estate Distributions by William K. Stevens 970 
Elections and Discretions Under the Code: The Executor's 
Dilemma by Byron E. Bronston 986 


Tax Planning for Professional Partnerships by Paul Little 993 
Current Developments in Tax Fraud Investigations 

by Spurgeon Avakian 1005 
Tax-Wise 1012 
Annual Index 1017 
Federal Tax Calendar Inside back cover 


TAXES—The Tax Magazine is published monthly 
by Commerce Clearing House, Inc., 4025 West 
Peterson Avenue, Chicago 30, Illinois. Entered as 
© 1957, Commerce second-class matter January 13, 1939, at the Post 
Clearing House, Inc., Office at Chicago, Illinois, under the Act of March 
Chicago 30, Illinois. 3, 1879. Subscription price: $7.50 per year—single 
All Rights Reserved. copies, 75¢. December, 1957. Volume 35. Num- 
Printed in the United ber. 12. 
States of America. Change of address should be received at least 30 
days before the date of the issue with which it 
is to take effect. 





IN THIS ISSUE 


Tax Conference. This year, as in many previous years, we again 
have the pleasant opportunity of bringing you the excellent papers 
presented at the Tenth Annual Federal Tax Conference sponsored by 
The University of Chicago Law School in cooperation with University 
College. The conference covered a period of three days, October 23, 24 
and 25. Since those who attended this conference are attorneys, ac 
countants and business executives who have had some training and 
experience in tax matters, you will find that the papers explore tech- 
nical and confused areas of tax law. They furnish the reader with 
exhaustive and analytical discussions by topflight, nationally known 
tax men. 


Index. This issue contains the annual index. It begins on page 
1017. Articles which appeared in Volume 35 (the year 1957) are in- 
dexed by title, by the name of the author and by topic. 


Nelson P. Rose. Two provocative questions: What can the gov- 
ernment do to improve the quality and usefulness of its entire rulings 
program and (2) what can tax practitioners themselves do toward the 
same end? These are the questions which the Chief Counsel of the 
Internal Revenue Service explored in the first paper presented at 
the tax conference. Mr. Rose describes some of the difficulties faced 
by the Service in promulgating rulings and tells of present plans for im- 
provement of procedures which have been initiated by the Service. Under 
the present system, a district office may at any time ask Washington 
for technical advice, but it is not bound to do so. The taxpayer in- 
volved in such a case hasn’t any right to an appeal to Washington. 
Mr. Rose contends that it is extremely difficult to obtain actual proof 
that a district office is not interpreting the law as it should be or that 
it is misapplying a given rule, but he is cognizant of the unfairness of 
such a situation if it actually exists. He asks that tax practitioners 
refrain from asking for quick rulings unless a real urgency exists and 
cautions them to present the facts fully and clearly and to pinpoint the 
issues upon which rulings are requested. Besides being Chief Counsel 
of the Internal Revenue Service, Mr. Rose is Assistant General Counsel 
of the Treasury. See page 907. 
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Lee I. Park. In discussing the tax highlights of the year, Mr. Park 
groups his discussion under the following headings: procedural devel- 
opments in the Service, Tax Court procedures, decisions by the courts 
and legislative matters. Under the first heading, Mr. Park discusses 
the new informal conference procedure and the progress report of the 
subcommittee of the Ways and Means Committee. Under the second 
one, he discusses motions for better statements of the Commissioner's 
position under Tax Court Rule No. 17(C). Under the next heading, he 
discusses several decisions of the past year having to do with the ques- 
tion of finality in cases originating in the Tax Court, the Court of 
Claims and the United States district courts which the reader will want 
to bear in mind because of their impact upon tax practice. See page 913. 


Mr. Park is an attorney in Washington, D. C., and a member of 
the law firm of Hamel, Park & Saunders. 


Raymond A. Hoffman. Methods of keeping books do not spring 
from some unchangeable law, but they are devised by businessmen for 
maintaining intricate accounts. Sometimes these records are not taken 
at their face value by the Commissioner. The author tells of an in- 
stance in which the taxpayer's press release stated a certain purpose 


for a transaction which the taxpayer made, but the bookkeeping entry 
reflected another purpose. The result was that the bookkeeping entry 


was disregarded when tax was the government’s prize. Mr. Hoffman’s 
article begins on page 918. 


He is a CPA with Price, Waterhouse & Company, Chicago. 


Mark E. Richardson. For one reason or another, it often becomes 
necessary or desirable for a taxpayer to change his method of account- 
ing. The taxpayer has only a contingent right to do this—a right that 
is contingent upon approval by the Commissioner of the new method 
sought to be employed. Since the enactment of the 1954 law, there 
has been an increase in requests for permission to change accounting 
methods because of certain tax benefits which might be gained by such 
change. Mr. Richardson neatly outlines both the taxpayer’s and the 
Commissioner’s positions in this area. 


The author is a CPA and a partner of Lybrand, Ross Bros. & 
Montgomery, New York. See page 924. 


John S. Pennell. There’s no question but that taxes can be saved 
if the proper steps are taken prior to and at the time of incorporation. 
So-called tax-free incorporation is misnamed when there is merely a 
postponement of the tax to a later date. The author warns that while 
a corporation can be formed in a nontaxable transaction, only in a 
limited set of circumstances can it be dissolved in a nontaxable trans- 
action. “Like marriage or a poker game, it is easy and painless to get 
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into, but getting out may be expensive.” The author is a member of 
the Chicago law firm of McDermott, Will and Emery. His article 
begins on page 927. 


Richard H. Levin. Opportunities for tax savings are often 
counterbalanced by tax pitfalls. The buying or the selling of a corpo- 
rate business is quite a common practice, and one of the first things a 
tax planner must know is whether it is an “asset deal” or a “stock 
deal.” These are the two situations which Mr. Levin discusses in his 
analytical paper reviewing the tax opportunities and pitfalls to seize or 
to guard against when purchasing or selling a corporate business. 
Richard H. Levin is a member of the law firm of D’Ancona, Pflaum, 
Wyatt and Riskind in Chicago. The article starts on page 942. 


Richard B. Barker. One of the most important tax happenings in 
the past year occurred when the Tax Court decided the Pelton Steel 
case involving the burden of proof regarding accumulating surplus 
funds—properly or improperly. Mr. Barker, however, does not stop 
with a discussion of this recent decision but explores the whole field 
bounded by Section 531 on the one side and Section 537 on the other. 
The author also states that it may be necessary to return to Congress 
to remove the obstacles that have been constructed by the Tax Court. 
See page 949. 


Mr. Barker is a member of the firm of Ivins, Phillips and Barker, 
Washington, D. C. 


Albert E. Arent. This is the same subject which Mr. Arent handled 
two years ago at the tax conference. His article reflects a development 
brought about in the interim by two important decisions: Libson Shops 
and Coastal Oil Storage Company, both decided by the Supreme Court. 
In the matter of acquiring loss corporations, the author makes a plea 
for a more generous policy regarding the granting of advance rulings. 
There are many normal business transactions in which businessmen 
whose principal purpose is not tax avoidance find it necessary to have 
some idea of what their tax situation will be if the transaction is con- 
summated. Mr. Arent’s article begins on page 956. He is a member 
of the Washington, D. C. law firm of Berge, Fox and Arent. 


William K. Stevens. In his paper the author sets up two hypothetical 
estates, each with different problems. Through these examples he illus- 
trates the revised law concerning estate income and estate distributions, 
and concepts such as “distributable net income,’ “amounts properly 
paid or required to be distributed,” “distributions deduction,” ‘amounts 
paid or permanently set aside for a charitable purpose,” “gift or bequest 
of a specific sum of money or of specific property” and “unused loss 
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carry-overs and excess deductions on termination.” Mr. Stevens is 
trust officer of The First National Bank of Chicago and his article 
begins at page 970. 


Byron E. Bronston. Aside from producing revenue, the philosophy 
of the income tax seems to be that he who reaps the ultimate benefit 
shall pay the tax. One who is compelled to pay the whole or to pay 
more than his share when several persons may be liable equally is 
entitled to contribution from the others to obtain from them payment 
of their respective shares. 

The obligation, real or implied, to apportion, to allocate, to adjust, 
to require contribution in the absence of local statute in order to restore 
the relative positions of income beneficiaries and of remaindermen, is 
one determined by local law and practice. These are the horns of the 
executor’s dilemma. Especially is his obligation grave where a formula 
type of marital deduction provision has been made for the widow, and 
the residuary estate is held in trust for others. 


Mr. Bronston is second vice president of the Continental Illinois 
National Bank and Trust Company of Chicago and his article begins 
on page 986. 


Paul Little. When conducting business in the partnership form, 
the uncertainties resulting from the absence of planning for certain 
eventualities can result in serious tax consequences. Mr. Little divides 
his topics as follows: planning for sharing partnership profits, planning 
the taxable year of the partnership and the partner, planning for con- 
tinuation or termination, planning for the changes in the membership 
of the partnership, planning for withdrawal of a living partner, and 
planning for the death of a partner. These are all complex situations, 
but the seriousness of the tax effects can be minimized by adequate 
advance planning. Paul Little is with the law firm of Wickes, Riddell, 
Bloomer, Jacobi & McGuire in New York. His article begins on page 993. 


Spurgeon Avakian. The author of this article says that an im- 
portant development in tax fraud investigations is the Supreme Court’s 
“second look” at the net worth method. He refers to the Ford and 
Massei cases. The Supreme Court’s disposition of these two cases 
should throw considerable light on the meaning of “likely source of 
income,” a requirement which was set out in the Holland opinion. Mr. 
Avakian’s article begins at page 1005. He is a partner in the Oakland, 
California law firm of Avakian & Johnston. 


Correction. This is an apology to Mr. P. J. Redford for having 
made a misstatement about his viewpoint in the staff-prepared blurb 
which preceded his article on page 851 of last month’s issue. When 
you read his entire article there is, of course, no mistaking Mr. Redford’s 
position. 
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INTERPRETATIONS 


The federal courts, the Tax Court and the Internal 
Revenue Service interpret the law by their numerous 
decisions. . . . In this department of the magazine, 
the reader will find comments on decisions and 
rulings selected from this never-diminishing stream. 








Say THE SECRET WORDS and ordinary 
income can be changed into capital gain. This happened in a 
recent Tax Court decision when the sale of partnership interests 
in the radio show “You Bet Your Life” was held to have resulted 
in a capital gain to the sellers instead of compensation for serv- 
ices, which is taxable as ordinary income. The facts were as 
follows: 


Groucho Marx and John B. Guedel produced the radio show 
through a partnership. Groucho was the star and Mr. Guedel was 
the producer and originator of the show’s format. They decided 
to sell the show to a major network. Their attorneys prepared 
bid forms requesting offers from the networks on the partnership 
interests and on various types of service contracts. Two major 
networks submitted $1 million bids for the partnership interests, 
but the National Broadcasting Company offered them more for 
their personal services and they accepted its bid. The partnership 
had no assets other than the so-called literary property connected 
‘with the show, which consisted of the name and the show’s for- 
mat. Groucho and Mr. Guedel agreed that they would divide 
whatever they received for the partnership interests on a three- 
to-one basis, respectively. On their returns for 1950, 1951 and 
1952 they reported the installment payments of the sales price 
of the partnership interests received by them during those years 
as long-term capital gains. 

The Commissioner determined that the value of the partner- 
ship interests did not exceed $250,000, and that the balance of 
the purchase price represented compensation for services, The 
Tax Court, however, held that the fair market value of the part- 
nership interests was $1 million and that no part thereof repre- 
sented compensation for services.—Julius H. (Groucho) Marx, 


CCH Dec. 22,631, 29 TC —, No. 13. 
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THE FIRST CIRCUIT has hastened to 
overrule the Tax Court in the Prunier case. The federal court 
has just held that where a stock-retirement agreement is funded 
by life insurance covering each stockholder, the premium pay- 
ments on the insurance do not constitute taxable dividends to 
the stockholders. (Prunier v. Commissioner, 57-2 ustc § 10,015.) 
This decision augments the one made by the Second Circuit 
in the Casale case, which involved a deferred compensation agree- 
ment instead of a stock-retirement agreement. In the latter case 
it was held that the premium payments made by the corporation 
on a policy covering the stockholder’s life did not represent a 
taxable dividend to him. (Casale v. Commissioner, 57-2 ustc 
{| 9920, 247 F. (2d) 440 (CA-2, 1957).) 

In the Prunier case, almost all of the corporation’s stock was 
owned by two brothers (Joseph and Henry Prunier). Henry 
was the beneficiary of life policies covering Joseph, and Joseph 
was the beneficiary of Henry’s policies. Corporate minutes stated 
that in the event of the death of either brother, the insurance 
proceeds should go to the corporation to be used to buy the 
deceased brother’s stock. The corporation paid the insurance 
premiums. 


The Tax Court held that the premium payments constituted 
constructive dividends to the brothers. It argued that “it appears 
that if Joseph or Henry had died during the taxable year, the 
corporation would not have been enriched by receiving the pro- 
ceeds from insurance policies on the life of the deceased and using 
them to purchase stock he had owned in the corporation. The 
corporation’s indebtedness to creditors would have remained 
undiminished, and while the corporation would have eliminated 
at least the greater part of the deceased’s ownership interest in 
it, represented by his stock, the proportional interest of the 
surviving stockholder, or stockholders, thereby would have been 
greatly increased. In this situation and since the record does 
not otherwise indicate any benefit which might flow to the 
corporation from the purchase of a deceased insured’s stock 
interest, we conclude that . . . the corporation was neither the 
beneficial owner nor the beneficiary of the insurance policies ... .” 

The First Circuit did not agree. It said that the fact the 
corporation may have been bound to apply the policies’ proceeds 
to buy out the stock interest of a deceased stockholder does not 
mean that the corporation would not have been enriched. All 
that would be involved would be a change in the form of the 
assets from cash to treasury stock. The court said that if it were 
necessary to look for a corporate business purpose in the present 
case, it could refer to the article by Albert Mannheimer and 
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Joel Irving Friedman entitled “Stock-Retirement Agreements,” 
which appeared in the May, 1950 issue of Taxes—The Tax 
Magazine: 


“Even while the decedent is still alive, the agreement and 
insurance benefit the corporation because they tend to stabilize 
the corporation’s business. If the bank knows about the agree- 
ment, it may well be inclined to extend credit more liberally to 
the corporation because the possibility of inexperienced share- 
holders injecting themselves into the management is eliminated. 
If the key employees are informed of the agreement, it will be an 
inducement to them to remain with the corporation because they 
realize that the continuation of the business in the hands of the 
survivor is assured—and with it their jobs. 

“If there is no stock-retirement agreement when the dece- 
dent dies, often his family will ask a high price for his stock, or 
demand dividends without regard to the needs of the corporation, 
or even press for dissolution, So far as the survivor is concerned, 
he may very well be unwilling to work indirectly for the benefit 
of his former ‘partner’s’ family or directly with the second hus- 
band of his former ‘partner’s’ widow.” 


The First Circuit noted that the government did not make 
any real effort to controvert the argument that under the Massa- 
chusetts decisions an equity court would treat the corporation 
as the equitable owner of the insurance policies. Disregarding 
the contention that a benefit to the corporation is a benefit to its 
contrelling stockholders, the court concluded that the premium 
payments did not represent taxable dividends to the brothers 
(stockholders). 


Tue AMOUNTS expended for the mainte- 
nance of a “seeing eye’ dog which the blind taxpayer used daily 
in the conduct of his business cannot be deducted as a business 
expense. This is the substance of a recent revenue ruling. The 
amounts were held to be medical expenses and deductible as such. 
The taxpayer had contended that his expenditures were business 
expenses under Section 162 of the 1954 Code which provides that 
a taxpayer is allowed to deduct all the ordinary and necessary 
expenses incurred during the taxable year in carrying on his 
business.—Rev. Rul. 57-461. 


THERE MUST BE some publicity in order 
for the taxpayer to sustain a deduction for advertising —Van 


Iderstine Company, CCH Dec. 22,578(M), 16 TCM 790. 
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Federal Tax Conference 





Tuis ISSUE is devoted to the papers that 
were presented at the Tenth Annual Federal 
Tax Conference of the University of Chi- 
cago Law School. They were prepared as 
a basis for lectures and discussion. The 
panel discussions, which alternated with 
the presentation of papers, were not 
transcribed and are not published. 


The details of the program were planned by 
a committee of attorneys, accountants and 
members of the law school faculty experi- 
enced in the tax field. The planning com- 
mittee endeavored to select the most timely 
subjects and to have them analyzed by 
men known for their ability and familiarity 
with these technical aspects of taxation. 


| PLANNING COMMITTEE 


William M. Emery, Chairman, McDermott, Will and Emery 

John Potts Barnes, Macleish, Spray, Price and Underwood 

Walter J. Blum, Professor of Law, The University of Chicago Law School 
Frederick O. Dicus, Chapman and Cutler 

William N. Haddad, Bell, Boyd, Marshall and Lloyd 


James D. Head, Winston, Strawn, Smith and Patterson 





Paul F. Johnson, Ernst and Ernst 

Robert R. Jorgensen, Sears, Roebuck and Company 

William A. McSwain, Eckhart, Klein, McSwain and Campbell 

James M. Ratcliffe, Assistant Dean, The University of Chicago Law School 
Frederick R. Shearer, Mayer, Friedlich, Spiess, Tierney, Brown and Platt 
Michael J. Sporrer, Arthur Andersen and Company 

Harry B. Sutter, Hopkins, Sutter, Owen, Mulroy and Wentz 
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The Rulings Program 
of the Internal Revenue Service 


By NELSON P. ROSE 


Mr. Rose is Chief Counsel, Internal 
Revenue Service, and an Assistant 
General Counsel for the Treasury. 
The views expressed in this article 
are his own and do not 

necessarily represent those of the 
Service or the Treasury. 


N THIS PAPER I should like to con- 

sider the increasingly important subject 
of the rulings program of the Internal 
Revenue Service, viewed from the perspec- 
tive of the Chief Counsel’s office. Tax- 
payers, especially corporations, are asking 
for more and more advance rulings on 
business transactions. The Service is un- 
dertaking the task of publishing more and 
more rulings for the benefit of its field 
offices as well as the public. Periodic 
appraisal of the whole program is in order. 
I propose such an appraisal at this time on 
a modest scale under two main headings: 
(1) What can the government do to im- 
prove the quality and usefulness of its entire 
rulings program? (2) What can tax practi- 
tioners themselves do toward the same end? 


As we move into these topics, it is helpful 
to bear in mind the enormous size of the 
job the government is attempting in tax 
collections and in the rulings program and 
how these undertakings have grown. In 
fiscal 1940, only about $5 billion was col- 
lected by the federal government from less 
than 8 million taxpayers who filed less than 
9 million tax returns. In fiscal 1957, more 
than $80 billion was collected from more 
than 60 million taxpayers who filed more than 
90 million tax returns. In fiscal 1940, re- 
quests by taxpayers for rulings and requests 
by: field offices for technical advice totaled 
less than 10,000. In fiscal 1957, such re- 
quests had risen to a total of 37,500. 

Now, of course, the ‘Chief  Counsel’s 
office sees only a small fraction of these 
requests for rulings or advice. Most of 
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them are capably handled in volume by the 
Tax Rulings Division of the Commissioner’s 
office without Chief Counsel review. But 
the Tax Rulings Division refers to us for 
review the “high, hard” ones thrown to 
Washington by taxpayers or by the district 
offices; and all rulings proposed for publi- 
cation must be examined and approved by 
the Chief Counsel’s office. As of a recent 
date, the inventory docket of the Interpreta- 
tive Division, which handles this work, 
showed an approximate percentage )break- 
down by subject matter as follows: 


Miscellaneous income taxes 40% 
Excise taxes 20% 
Subchapter C questions (corporate 
reorganization, distribution and 
dividends) 10% 
Exempt organizations 15% 
Pension trusts 5% 
Administrative and procedural 
questions 5% 
Estate and gift taxes 5% 


If these cases were distributed equally 
among the docket attorneys, that is, among 
the attorneys who are not reviewers, each 
attorney would at all times have about 
12 or 15 cases. But the cases cannot be 
distributed equally among all of the at- 
torneys, for many are new and inexperi- 
enced. The result is that the experienced 
attorney does not have the time which he 
should have for each case assigned to him. 
Thus, whether a case is assigned to a new 
attorney or to an experienced one, an un- 
usual burden is upon the reviewer in dis- 
posing of the case. The effect of this is that 
too much of the caseload is in the hands 
of the reviewers, with each reviewer having 
an average of 20 to 25 cases at all times 
and under pressure to dispose of each case. 
Even so, this would not be as unsatisfactory 
as it is, if the cases included a mixture of 
hard ones and easy ones; but, as I have 
explained, the Chief Counsel’s office gets 
the hard ones. 
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Turning now to the first topic: What can 
the government do to improve the quality and 
usefulness of its rulings program? 


Congress is concerned with this question 
and is probing the soft spots. Specifically, 
the House Ways and Means Committee 
has a vigorous Subcommittee on the Reve- 
nue Service, headed by Congressman Wilbur 
Mills of Arkansas; and this subcommittee, 
with the assistance of an experienced and 
capable advisory group, is reviewing opera- 
tions of the Service and has made certain 
interim recommendations. With regard to 
rulings procedure, it emphasizes two points: 
(1) possible conflict and nonuniformity 
among various field offices in application 
of the law and (2) improvement of the 
rulings program for tax-exempt organiza- 
tions. 


Alleged Conflicts 


With regard to these conflicts and as- 
serted nonuniformity, it is proposed that 
a certiorari procedure be instituted on a 
trial basis, giving the taxpayer a right to 
appeal to Washington when a local office 
allegedly is misapplying, or not uniformly 
applying, a given rule. Today where a 
question arises on audit, the district office 
may at any time ask Washington for tech- 
nical advice but is not bourid to do so; the 
taxpayer in such case has no right except 
in one limited instance.’ If such cases of 
conflict and nonuniformity exist, then they 
are indeed a hardship on taxpayers so 
affected. 

Our problem has been to find concrete 
evidence—actual proof on any significant 
scale. We suspect that often this proposal 
might be utilized by taxpayers solely for 
national office review of an adverse decision 
at the district director’s level. 

Personally I think the balance is in favor 
of giving the present arrangement a longer 
trial. Perhaps I am selfish in this because 
in the Chief Counsel’s office we would 
surely be harassed with more questions 
on appeal. 


Tax-Exempt Organizations 


With regard to rulings on tax-exempt 
organizations, the massive problem these 
present is vividly outlined by the Mills 
Advisory Committee, which says —and 
rightly—that the chief criticism of the 


rulings program (at least from the stand- 
point of delay in securing rulings) is in 
this area. The committee raises the ques- 
tion whether the Service organization, origi- 
nally set up to handle fewer and simpler 
cases, can satisfactorily deal with the volume 
and complexity of the problems presented. 
Applications for tax exemption pour in 
at the rate of about 800 a month, and they 
raise the most sensitive, explosive, baffling 
questions—which are much more than mere 
tax questions. 


For example, the statute exempts corpo- 
rations and other enterprises which are 
organized and operated exclusively for edu- 
cational and charitable purposes. But what 
is education? The proposed regulations, 
following normal usage and dictionary defi- 
nition, speak of education as designed 
primarily for improving or developing the 
individual’s capabilities and also as including 
instruction to the public on subjects useful 
to the community. Broad and elusive as 
this concept is, it must not include mere 
propaganda. Remembering that propaganda 
has been defined on occasion as simply the 
other fellow’s viewpoint, what is education? 
It is a little like the philosopher’s question: 
What is truth? 


Take World Federalism, an organization 
advocating one world parliament and one 
world police force. Is this exclusively edu- 
cational or is it educational at all? Might 
not this question be answered in one way 
by The New York Times and in another way 
by the Chicago Tribune? 


Or take an organization whose avowed 
purpose is to alert the public to the danger 
of Congressional committees which alleg- 
edly encroach on civil liberties through 
excessive powers of investigation and sub- 
poena. Is such an organization educational ? 
Or is it subversive? Might these questions 
be answered differently by the Supreme 
Court and by a Congressional committee? 


Or again consider the problem of differen- 
tiating between organizations which are 
alleged to be educational or charitable and 
those which are engaged merely in civic 
or social welfare work. A _ social welfare 
organization is itself tax exempt under 
Section 501(c)(4), but contributions to it 
are not deductible as they are to a full- 
fledged charitable or educational institution 
under Section 501(c)(3). Consequently, the 
line separating (c)(3) and (c)(4) organiza- 
tions is a fierce battleground because the 





1 Qualification of pension, profit-sharing and 
stock bonus plans under Sec, 401(a) of the 1954 
Code. 
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financial appeal—and hence the strength— 
of such organizations depends on the ability 
of potential donors to deduct contributions. 

One final example of perplexity in this 
field: How can an organization be branded 
as clearly Communistic, and hence not 
entitled to exemption, when heated argu- 
ment rages over whether its doctrines are 
merely liberal as distinguished from truly 
subversive? Can the Service—should the 
Service—treat an organization as Commu- 
nistic if it has not been placed on the 
Attorney General’s list of subversive or- 
ganizations under the Internal Security Act 
of 1950? 

I do not know the certain answer to 
these questions, and I know no man who 
does. As Senator LaFollette prophesied 
many years ago: “ we never shall get 
away from mistakes of administration and 
from decisions which may seem like favorit- 
ism until all contributions to organizations 
of this kind are made subject to the in- 
come tax.” 

I do not concur in Senator LaFollette’s 
remedy. It is better, despite all the mis- 
takes, that the exemption laws remain on 
the books; but there is no more baffling 
area of tax administration. 


Publication of Rulings 


Apart from the Mills Subcommittee rec- 
ommedations, one further area deserves 
more study. This is the publication of 
rulings—the policy of publishing in the 
Internal Revenue Bulletin as many new, 
important, precedent-making rulings to tax- 
payers and the field offices as possible. I 
say this deserves more study because, while 
it is magnificent in purpose and often lauded 
by taxpayers, it has created severe internal 
strains in execution. 

The publication program resulted in part 
from the scandal investigations of the King 
and Kean Congressional Subcommittees in 
1951 and 1952. At that time it was charged 
that secret unpublished rulings from Wash- 
ington, known to agents but not to tax- 
payers, put taxpayers at a disadvantage. It 
was also charged that these secret rulings 
permitted favored tax treatment for the 
few taxpayers who knew the inside tracks 
in Washington. Hence, in order to broaden 
the base of available tax information for 
both field offices and taxpayers and to 
promote uniformity and equal treatment 
for all, the publication program was born. 
In 1952 only 75 rulings were published; by 
1954, 800 were published; and the yearly 
average is close to 700. 
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It is hard, perhaps, to condemn the pub- 
lication program because its objectives are 
fine and its accomplishments substantial. 
But it is by no means an unmixed blessing. 
It may be that “we have a bear by the 
tail.” 

Now, why? The reason is that it is not 
easy to extract the essence of a taxpayer’s 
ruling letter and set out this essence as a 
general principle applicable to all other 
taxpayers similarly situated. 


(1) For example, most taxpayers’ ruling 
letters merely recite the facts and then the 
bare holding or legal result without argu- 
ment, rationale or citation; and that is 
sufficient. A published ruling, on the other 
hand, in order to have value and clarity, 
ordinarily requires some rationale or ex- 
planation along with citation of authorities. 
If you will read the revenue rulings in the 
Bulletin with this in mind, you will see 
how they differ in form and content from 
a ruling letter. 

(2) Again, when a taxpayer receives an 
individual ruling, how many of the facts 
present in his case are essential to entitle 
some other taxpayer to the same ruling? 
How far can these facts be changed before 
the ruling becomes inapplicable? Were 
there ten essential facts or only seven or only 
three? These are difficult questions of de- 
gree and line-drawing, and they add up toa 
special sort of grief for the Chief Counsel’s 
office. 

(3) Finally, the pressure to get out spe- 
cific answers to specific questions in ad- 
vance rulings for individual taxpayers is at 
war with the pressure to frame these rulings 
so that they will stand up on publication 
as bright little beacons of knowledge to 
the tax world. Taxpayers’ rulings are 
framed by the old common-law process of 
deciding concrete cases; publication of rul- 
ings is more like writing little textbooks 
or treatises. These published rulings have 
unwittingly become junior regulations, and 
today they occupy nearly half the time of 
the Interpretative Division. 


Moreover, only a small percentage of all 
rulings get published even now and repre- 
sent only half of the goal anticipated when 
the program began. And the program has 
had no measurable effect in diminishing the 
volume of individual requests for rulings. 
Even when a published ruling appears to be 
squarely on all fours, the taxpayer often 
likes to get a letter addressed right to him; 
and if his tax adviser says that no indjvidual 
ruling is necessary, the client crusfes all 
resistance by saying: “But, Joe, there’s a 
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lot of money involved.” Joe has to agree 
there is. In fact, Joe may even have sug- 
gested that in the first place. The net 
result is: “Let’s get a ruling from Wash- 
ington.” 

This process involves what Dean Warren 
of Columbia rightly calls abdication by the 
lawyer or accountant of his true role as 
tax adviser. Or more colloquially, it results 
in tax practice by jitters—to borrow a 
phrase heard frequently in our office. I 
would say unhesitatingly that far too many 
rulings are requested today—unnecessary 
rulings on transactions where a competent 
tax adviser knows that there can be no 
successful challenge on audit. 


PART Il 


What can tax practitioners themselves do 
to improve the quality and speed of service in 
the taxpayer rulings field? 


Speaking only from the viewpoint of 
the Chief Counsel’s office, I make bold 
to suggest that tax practitioners themselves 
can do more to improve the advance rulings 
program than can be accomplished by the 
Revenue Service. I ask you now to focus 
on one minor and three major abuses by 
tax practitioners in this area. The cumula- 
tive effect of these abuses is severely dam- 
aging and largely beyond the Chief Counsel’s 
power to correct. 


First, as to the minor abuse: I respectfully 
say to the tax profession—both lawyers and 
accountants: Do not ask for expedite action 
where no real urgency exists or where the 
urgency is of the taxpayer's own making. 


We recognize that business commitments 
cannot always be controlled by the taxpayer 
and that sometimes an “expedite” request is 
fully justified. But frequently taxpayers 
voluntarily put themselves into a position 
where the business undertaking is condi- 
tioned upon a favorable ruling by a certain 
date without real thought as to the time 
a ruling reasonably takes. If the matter is 
complex, legal research and conferences 
will probably be necessary, and even then 
the question may be close and the answer 
hard. 


To expedite any case has three bad as- 
pects: (1) Every case taken out of order 
may delay as many as 25 other cases which 
must wait the additional time it takes to 
process the case taken out of order, (2) 
rush action is apt to produce error and (3) 


2 Nearly 3,700 cases were closed during this 
period, including (in addition to the 1,230 ruling 
letters) about 1,710 revenue rulings for publica- 
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the system breeds a vicious circle because 
everyone is encouraged to ask expedite 
treatment just to maintain his position. 


Save “expedite” requests for genuine need. 


We in the Service are, of course, keenly 
aware of the repeated and sometimes justi- 
fied criticism of delay in the Chief Counsel’s 
office in approval of rulings. Therefore, you 
may be interested in a rather recent analysis 
of our own performance. With respect to 
a total of 1,230 taxpayers’ ruling letters 
disposed of by our office during a 23-month 
period,’ the record shows that they were 
handled—that is, received in our office and 
returned to the Tax Rulings Division—ap- 
proximately as follows: 30 per cent within 
30 days; another 30 per cent within 60 
days; 20 per cent within 90 days—or 80 per 
cent in three months. Only 5 per cent were 
pending in legal review more than six 
months. 


This record could be better, but it could 
be worse. One significant fact in these 
statistics is that to achieve the 30 per cent 
of disposals in the first 30 days after re- 
ceipt meant that an unduly high percentage 
of expedite requests were honored. 


Turning now to the three major abuses: 
It may startle you to be told what they are 
because they are so simple, so obvious. 
But as Justice Holmes has said: What the 
law needs most is not elucidation of the 
obscure, but emphasis on the obvious. 


These three abuses are (1) failure to 
present the facts fully and clearly, (2) fail- 
ure to pinpoint the legal issue or issues on 
which the ruling is requested and (3) failure 
to submit a supporting memorandum of 
authorities. 


I will take these up in some detail and 
then illustrate them with a dramatic ex- 
ample. In this connection, I call to your 
attention Rev. Rul. 54-172, 1954-1 CB 394, 
because this ruling states in unmistakable 
language the three requirements which are 
here neglected. All three requirements are 
violated by tax practitioners so frequently 
that in the aggregate they are a major 
cause of delay, confusion, and potential 
error by the government. 


Failure to Present Facts 
Fully and Clearly 


Nothing is harder for the Tax Rulings 
Division or the Chief Counsel’s office than 


tion and 760 ‘‘other’’ cases (mainly technical 
advice within the Service). 
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to establish the controlling facts in a com- 
plicated transaction, step by step and point 
by point. No ruling is worth more than 
the facts it is written on. Too often there 
is submitted either a ridiculously scanty 
statement or a loose, verbose, cloudy state- 
often 


ment, without necessary documents 
attached. Incomplete or poorly organized 
statements and undocumented statements 


risk several disadvantages: (1) They require 
more time for obtaining supplemental in- 
formation by correspondence or conference 
or both, (2) they invite an adverse decision 
because the factual basis for a favorable 
answer is not set out and (3) they may 
result in a valueless ruling if later audit 
discloses that the transaction did not take 
place as represented. 


Failure to Pinpoint Actual Issue 
on Which a Ruling Is Requested 


The vice here is generally that a taxpayer 
asks merely for a general conclusion in his 
favor without analyzing and underscoring 
the several subsidiary but essential issues 
that must be resolved in order to get to 
the conclusion or determination with which 
the taxpayer is actually concerned. In this 
blanket-type request for ruling, the tax- 
payer asks, for example, that a given trans- 
action will result in no tax liability to 
stockholders or to a transferee or transferor. 

Here again, this practice may be the 
result of professional incompetence, or it 
may be by design. In either case the prac- 
titioner doesn’t do his homework. He de- 
pends on the Service to analyze the transaction 
fully and to identify and resolve the essen- 
tial issues. Often the hardest thing about 
a set of facts is to isolate the real' tax ques- 
tions. But the practitioner guilty of this 
fault leaves this job to us—or tries to. 


Failure to Submit Statement 
of Relevant Supporting Authorities 


This third abuse of sound rulings practice 
aids and abets the other two. It is an 
especially frustrating handicap under which 
we have long worked. In order for the 
taxpayer to be able to submit a sensible 
supporting legal memorandum, he must set 
out the facts well and pinpoint the issues 
clearly—or else his legal memorandum will 
have little force. So this third abuse (so 
long as the Service tolerates it) actually 
encourages sloppy fact statements and fail- 
ure to underscore all important issues. 


And, of course, it puts the Service in the 
position of doing the taxpayer’s work. 
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In hammering these three points so hard, 
I am aware that Congress and the public 
demand increasing service for taxpayers, 
especially small taxpayers, to help with 
complicated tax laws. But this proper de- 
mand does not apply to the very small 
fraction of rather wealthy and sophisticated 
taxpayers (many of them corporations) who 
are represented by professional tax prac- 
titioners. If a ruling is complicated and 
doubtful enough to have reached the Chief 
Counsel’s office, it is almost insulting to 
submit it without giving us the benefit of 
the practitioner’s research. And so long as 
the Service continues to tolerate the filing 
of such thoroughly inadequate requests for 
rulings, the result is to penalize conscien- 
tious and able practitioners who do not 
merely ask questions but offer informed 
views as to the correct answers. 


So much for the nature of the three 
major transgressions. May I now illustrate 
all three by one dramatic example—dis- 
guised to protect the taxpayer but drawn 
from real life. As I outline this case, bear 
in mind that it is only a flagrant sample 
of many other cases differing only in degree. 


X Corporation Example 


X Corporation had a net operating loss 
carry-over of $25 million. X wanted to 
buy the stock of 50 profitable corporations 
engaged in entirely unrelated businesses in 
order to offset its own losses against their 
profits. X could finance and purchase this 
stock only if by use of its loss carry-over 
it could acquire tax free the earnings of 
the 50 profitable corporations. X nego- 
tiated a 90-page contract, with exhibits 
totaling 150 pages, with the individual 
owners of the 50 corporations. This con- 
tract covered, among other matters, the 
following: setting-up of a subsidiary by X 
to make installment payments of the pur- 
chase price over a 20-year period; elaborate 
security provisions for the sellers and escrow- 
ing of their stock; retention by the sellers 
of their voting rights and executive man- 
agement of the 50 corporations until pay- 
ment was complete; option rights in the 
sellers to acquire substantial amounts of the 
stock of X and an option right in X to 
require the sellers (under certain circum- 
stances) to buy back one line of the busi- 
nesses being sold; special provisions allowing 
X a credit against the purchase price, as 
certain assets of the 50 acquired corpora- 
tions were converted into cash; provisions 
covering default under either the basic 
agreement or the several option contracts; 
and many other complicated terms. 
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X Corporation filed a chatty, general 
narrative statement of facts consisting of 
4% typewritten pages. Then it requested 
simply that the Service rule as follows: 
“The net operating loss carryover of the 
affiliated group of which... [X] Corpora- 
tion is the common parent, will be available 
as a deduction against the profits which may 
be earned by [listing the 50 sub- 
sidiaries].” 

No brief was submitted—no analysis of 
the facts, no pinpointing of issues. Here, 
then, was a request as to the ultimate legal 
result of a complex transaction with no 
attempt to organize all the facts (for ex- 
ample, there was no attempt even to point 
out the salient contract provisions) and 
no identification of the numerous issues 
which had to be wrestled with before the 
ultimate determination could be reached. 
Analysis disclosed at least four distinct and 
major issues: 


(1) Did the transaction by its terms place 
sO many restrictions on the stock allegedly 
sold to X Corporation that in reality the 
alleged sellers remained, for all practical 
purposes, the owners of the stock? Or 
stated otherwise, was this a mere contract 
to sell and not a sale? 

(2) In view of X Corporation’s option 
to require the sellers to repurchase one 
line of the businesses being sold, was there 
any sale in substance of this line—regard- 
whether there was a sale of the 
stock as a whole? 


less of 


(3) Did the transaction fall afoul of Sec- 
tion 269 of the Code dealing with acquisi- 
tions made to evade or avoid income tax? 
You will recall that Section 269 relates to 
acquisitions of control where the principal 
purpose of the acquisition is to secure the 
benefit of a deduction, credit or allowance 
which but for such newly acquired control 
would not be allowable. Section 269 clearly 
covers the case where a profit corporation 
purchases a loss corporation. (The question 
here was whether this section also encom- 


passes a case where a loss corporation 
purchases a profit corporation.) Related 
to this inquiry was the question of valid 
business purpose, since tax planning ad- 
mittedly motivated the entire scheme. 

(4) Was it proper for the acquired cor- 
porations to shift their accounting method 
from the installment basis of accounting 
for sales to the accrual basis, in order to 
accelerate income of the acquired corpora- 
tions into the period for which the net 
operating loss of the parent would be avail- 
able as an offset? 

Not one of these issues was initially put 
forward by the taxpayer (X Corporation) or 
analyzed or briefed. 

By citing this example, I do not, of 
course, mean to imply that all requests 
for rulings are similarly defective. A fair 
proportion are excellent. 

I do mean by this example to portray 
graphically the three faults which in vary- 
ing degrees infect and stultify many ap- 
plications for rulings. 


CONCLUSION 


With respect to the government’s task 
of improving its rulings program, we are 
giving careful thought to our own short- 
comings in the areas indicated by Congress- 
man Mills’ Subcommittee and in the area 
of publication of rulings. With respect. to 
the shortcomings of taxpayers’ practitioners 
in the presentation of requests for rulings, 
we have under serious consideration a vigor- 
ous enforcement of the standards set up in 
Rev. Rul. 54-172. This would mean that 
the Tax Rulings Division and the Chief 
Counsel’s office would simply not consider, 
or act on (and would so notify the tax- 
payer), any request for ruling where the 
taxpayer’s counsel or other representative 
has obviously not organized the essential 
facts, pinpointed the exact issues or briefed 
the law with frankness and diligence. 


[The End] 


MOONSHINE SUGAR GETS HARD TO FIND 


Commissioner Harrington is taking 
a lot of the sport out of the moon- 
shine business. Time was when all a 
backwoods distiller had to worry 
about was evading the federal revenue 
agents. But last March the Service 
decided to supplement its conventional 
investigation, seizure and arrest pro- 
cedures by getting the cooperation of 
those supplying the distillers with 
sugar, yeast, containers, etc., in drying 


December, 1957 ®@ 


up these sources of supply. The Com- 
missioner seems well pleased with the 
way things are going. Hooch-makers 
are having to scramble for supplies, 
sugar substitutes are being used, prices 
of ingredients are jumping as are the 
asking prices for the moonshine. With 
buyer resistance setting in, operations 
are slowing down and, in some cases, 
are being suspended. 
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Tax Highlights of the Past Year 


By LEE |. PARK 


The author is a member 
of the law firm of Hamel, Park & 
Saunders, Washington, D. C. 


HAVE BEEN ASKED to talk on the 

tax highlights of the last year, and my 
first problem in preparing for this assign- 
ment was where to start, then just how 
much to cover and, by the same token, where 
to stop. The program of this meeting elimi- 
nated some areas from consideration be- 
cause, obviously, I should try to avoid 
those fields which are to be covered by 
others. I decided to review, first, general 
procedural matters pertaining to the Inter- 
nal Revenue Service and the Tax Court; 
second, certain court decisions which, in 
my Opinion, posed interesting questions, some 
of the most interesting of which, incidentally, 
I found were also procedural questions; and 
third, the legislative developments during 
the last year. 


PROCEDURAL DEVELOPMENTS 
IN THE SERVICE 


New Informal Conference Procedure 


I believe the principal procedural change 
in the Service was the adoption of the new 
informal conference procedure under which 
conference co-ordinators assign protested 
cases to persons who, in the judgment of 
the co-ordinators, are competent to handle 
particular cases or particular issues. Deputy 
Commissioner Delk is reported to have 
stated recently before the Tax Executives 
Institute that these new informal confer- 
ence procedures are beginning to function, 
and to have predicted that they will provide 
for a better settlement opportunity. He is 
also reported to have stated at the same 
time that the revision of Bulletin F was 
well under way. 


Progress Report 
of Ways and Means Subcommittee 


I believe that probably the outstanding 
event of the year with respect to Internal 
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Revenue procedures was the progress re- 
port of the Ways and Means Subcommittee 
on Internal Revenue Administration. No 
doubt most of you have seen the report 
which was dated April 22, 1957. Including 
an appendix of 22 different tables, it covers 
approximately 220 pages. It is broken down 
into three parts: (1) the progress report of 
the subcommittee; (2) the preliminary re- 
port of the advisory group, a group of 22 
prominent lawyers and accountants appointed 
to assist the subcommittee; (3) testimony of 
internal revenue officials and a supplemental 
statement of the Commissioner. 


I am sure that anyone interested in the 
administration of our internal revenue laws 
would find the entire report very interest- 
ing. I have selected a few items for special 
mention: 

(1) The subcommittee expressed concern 
that the far-flung decentralization may have 
the effect of causing the Commissioner to 
lose control of the organization under the 
authority delegated to him by the Secretary 
of the Treasury. 

(2) It expressed the view that the chief 
counsel former 
position as a statutory officer appointed by 
the President and confirmed by the Senate. 


should be restored to his 


(3) The subcommittee noted with satis- 
faction that the Service had recognized the 
value of granting certiorari to the national 
office in connection with the qualification of 
pension, annuity, profit-sharing and stock- 
bonus plans, and the status for exemption 
of related trusts, and it recommended, with 
respect to other tax problems, that where 
the taxpayer or his representative can estab- 
lish that there is a lack of uniformity among 
internal revenue districts in deciding a par- 
ticular issue, the taxpayer should have the 
right to have the question referred to the 
national office on a certiorari basis. 


(4) The subcommittee believes that a 
group comprised of the representatives of 
the Department of Justice, the General 
Counsel of the Treasury and the Commis- 
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sioner of Internal Revenue should be estab- 
lished to review tax litigation policies with 
a view toward providing greater co-ordina- 
tion among them. 

(5) The subcommittee also expressed the 
view that when a conflict between the courts 
of appeals advances to the point at which 
two or more courts of appeals decide a 
given issue adverse to the Commissioner, 
he should abandon further litigation and 
seek legislative clarification of the statute 
involved. I believe the advisory group ex- 
pressed some doubt as to the advisability 
of adopting such a rigid rule. 


TAX COURT PROCEDURES 


New Tax Court Procedural Rules 

There were certain developments during 
the year in connection with procedure in 
the Tax Court in which you may be interested. 

At one of the business sessions of the 
American Bar Association Section of Taxation 
in New York, Mr. Locke, clerk of the Tax 
Court, explained the court’s new operational 
procedural rules. He said they were de- 
signed to streamline and make for better 
record-keeping in connection with the calen- 
daring of cases for trial in the court. As 
you know, in the past, taxpayer’s counsel 
seldom knew when his case was going to be 
set for trial until he got a notice of actual 
setting. Under the new procedural rules, 
the clerk, before setting a case for trial, 
notifies counsel for both parties that possible 
setting is being considered and solicits the 
views and opinions of both counsel as to 
the possibility of settlement or, if the case 
is to be tried, how long the trial will take. 

It is hoped that the new rules will result 
in more settlements. They should, in any 
event, greatly facilitate the preparation and 
planning for the trial of cases. 


Motions for Further and Better Statements 


On the matter of Tax Court procedures, 
I think perhaps that I should also mention 
an experience of my own. 


I am sure that all of you have had ex- 
perience with motions for further and bet- 
ter statements of the Commissioner's position 
under Tax Court Rule 17(C), in cases where 
the Commissioner has the burden of proof, 
such as fraud cases, transferee cases, etc. 
You are all also familiar with Chief Judge 
Murdock’s memorandum opinion in Peter 
Licavoli, promulgated June 14, 1956, and 
the memorandum order following on August 
15, 1956 (CCH Dec. 21,887(M), 15 TCM 
998), now on appeal to the Sixth Circuit. 
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I had a case during the last year that in- 
volved an assertion of a deficiency which 
was admittedly barred by the three-year 
statute of limitations and could be asserted 
only under the five-year exception of Sec- 
tion 275(c) of the 1939 Code, on the basis 
that more than 25 per cent of taxpayer’s 
gross income was omitted on the return. 
The answer merely alleged the amount of 
gross income omitted, with no breakdown 
with respect to the character or source of 
the alleged income. We filed a motion for 
a further and better statement. The court 
ruled in our favor and ordered a further 
statement upon the basis that the pleadings 
clearly showed that the three-year statute 
had run and respondent had asserted no 
facts except that the qualifying amount of 
gross income had been omitted and, under 
a long line of decisions, the respondent had 
the burden in such Naturally, we 
thought the court was clearly right and 
that there should be no distinction between 
cases where the burden is expressly im- 
posed by statute and cases where the bur- 
den is imposed by such a well-established 
rule of law. 


cases. 


DECISIONS BY THE COURTS 

As in prior years, there were many cases 
decided by the courts during the last year. 
There were, however, comparatively few 
decided by the Supreme Court. In other 
words, there are not a great many points 
on which we had the last word during the 
year by this Court. I don’t believe there 
were any of such great or far-reaching im- 
pact or consequence as the old landmark 
cases with which we are familiar, such as 
Eisner v. Macomber, North American Oil 
Consolidated, Gregory, Clifford, etc. But I 
think there are a number of interesting 
points in the Supreme Court decisions of 
the last year. 

I should like to discuss, or at least men- 
tion, all of the Supreme Court decisions 
and, also, a number of decisions by the 
lower courts, including the Tax Court, which 
I think present interesting points, but I 
fear that my time will limit me to a dis- 
cussion of a series of cases which deal with 
questions of finality in cases originating in 
the Tax Court, the Court of Claims and the 
United States district courts. 


Accelerated Amortization Decisions 


In U. S. v. The Allen-Bradley Company, 
57-1 ustc § 9337, 352 U. S. 306, and Na- 
tional Lead Company v. Commissioner, 57-1 
ustc J 9338, 352 U. S. 313, decided in Janu- 
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ary of this year, the Supreme Court settled 
a question which had been in litigation for 
some time, namely, whether the War Pro- 
duction Board had authority to limit ac- 
celerated depreciation, under Sections 23(t) 
and 124 of the 1939 Code, to only a part of 
the cost of a particular wartime construc- 
tion. In holding that the board had such 
authority, the Court in Allen-Bradley Com- 
pany reversed the Court of Claims, and in 
National Lead Company affirmed the United 
States Court of Appeals for the Second Cir- 
cuit. In October, 1955, and again in Decem- 
ber, 1956, before the conflict developed be- 
tween the Court of Claims and the Second 
Circuit, the Supreme Court in Ohio Power 
Company v. U. S., 55-1 uste $9257, 131 Ct. 
Cls. 95, 129 F. Supp. 215, had denied the 
government’s petitions for certiorari (350 
U. S. 862) in a similar case similarly de- 
cided by the Court of Claims, and the gov- 
ernment appeared to be foreclosed from 
any further action by the Supreme Court’s 
rules. In fact, a third motion for rehear- 
ing was filed on May 3, 1956, after the con- 
flict developed, and was denied on May 28, 
1956, because it was out of time and, also, 
because it was objectionable as a 
tive” petition under the Court’s rules. 


“consecu- 


Resulting Cases on Finality of Decisions 


Although substantial amounts of taxes 
were undoubtedly affected thereby, the in- 
terpretation of the amortization provisions 
by the Supreme Court is not nearly so 
interesting from a legal standpoint, in my 
opinion, as the effect which it later had in 
delineating a substantial difference between 
the finality of Supreme Court decisions or 
denials of certiorari in cases originating in 
the Tax Court, on the one hand, and the 
finality of such decisions or denials in cases 
originating in the Court of Claims or United 
States district courts, on the other hand. 


Northern Coal and Simpson cases.—The 
delineation of the difference came about 
in this way. Back in 1934 the Supreme 
Court had held, in the case of Helvering v. 
Northern Coal Company, 293 U. S. 191, which 
had been started in, and came up from, the 
Board of Tax Appeals, that a motion for 
rehearing of a previous affirmance of a 
lower court by an equally divided Supreme 
Court could not be granted after the deci- 
sion had become final under a provision of 
the 1926 Revenue Act comparable to Sec- 
tion 1140 of the Internal Revenue Code of 
1939. This result was in direct conflict with 
a subsequent decision by a majority of the 
Court in the case of Helvering v. Newport 
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Company, 4 ustc J 1241, 291 U. S. 485. The 
Northern Coal decision was against the 
Commissioner. 


In 1944 the Supreme Court decided, in the 
case of Simpson & Company, Inc. v. Helver- 
ing, 44-1 ustc J 9194, 321 U. S. 225, which 
had also been started in, and had come up 
from, the Tax Court, that it could not re- 
consider a petition for certiorari where a 
previous petition had been denied and the 
decision had become final under Section 1140, 
despite the fact that a conflict had subse- 
quently developed in another circuit. In 
other words, the Supreme Court held that 
it could not consider a petition for rehear- 
ing in a case originating in the Tax Court 
after the decision had become final under 
Section 1140, even though the Supreme 
Court had subsequently announced a princi- 
ple in another case that made the decision 
or denial of certiorari clearly wrong. On 
March 11, 1957, the Court reaffirmed both 
decisions by citing them in its per curiam 
opinion in Lasky v. Commissioner, 57-1 UsTc 
7 9482, 352 U. S. 1027 (Justice Douglas 
dissenting). 


Reopening of Ohio Power Company Case 


On June 11, 1956, the Supreme Court, 
incident to its grants of certiorari in the 
Allen-Bradley and National Lead cases, va- 
cated sua sponte its order of December, 1955, 
denying the government’s original timely 
petition for rehearing in the Ohio Power 
Company case. 


Two and a half months after the deci- 
sions in the Allen-Bradley and National Lead 
cases, and a few weeks after the Lasky case 
(April 1, 1957), the Court reversed the 
Court of Claims in U. S. v. Ohio Power 
Company, 57-1 ustc $9537, 353 U. S. 98, 
despite what appeared to be final denials 
of certiorari under its own rules. Thus, 
as Mr. Justice Harlan pointed out in his 
dissenting opinion, we have one situation 
with respect to finality in cases originating 
in the Tax Court and another situation 
with respect to finality in cases originating 
in the Court of Claims or the United States 
district courts. When a Supreme Court 
decision in a case which originated in the 
Tax Court has become final under Section 
1140, it cannot subsequently be reopened 
upon the basis that under a subsequent 
decision of the Court the result was clearly 
wrong; whereas in the case of a decision 
or the denial of certiorari by the Supreme 
Court in a case originating in the Court 
of Claims or a United States district court, 
the decision apparently can be reopened 
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by the Court on its own motion at any 
time upon the basis of a subsequent de- 
cision which indicates that the result was 
wrong. While this difference can be ra- 
tionalized upon the basis that one is gov- 
erned by the statutory provisions of Section 
1140 and.,the other is governed by the 
Supreme Court’s own rule, which it can 
interpret as it sees fit under the circum- 
stances described, I wonder whether the 
difference is one which can be justified 
from the standpoint of the policy as to what 
the law should be. 


I don’t believe anyone can disagree with 
Mr. Justice Harlan’s statement: “The un- 
desirability of according different treatment 
to tax cases arising from different sources 
scarcely requires comment.” 


Possibly from the standpoint of the Com- 
missioner it is not too serious because 
he wins in one case and loses in another. 
But any taxpayer who found himself fore- 
closed, as a result of having started his 
case in the Tax Court, would think it a 
heavy penalty to pay for taking that route. 
Contrariwise, the Ohio Power Company 
must have been surprised, to say the least, 
to find that its “closed” case from the 
Court of Claims could be reopened when 
a “closed” case from the Tax Court on 
the identical point would have remained 
closed. I don’t suppose the difference 
would ever be likely to influence a tax- 
payer's choice of the Court of Claims or 
a district court over the Tax Court; but 
it might well influence his decision, and the 
Commissioner’s, to appeal an adverse dis- 
trict court case and apply for certiorari 
even though no present conflict exists and 
a denial seems certain, because if a conflict 
subsequently develops, the Supreme Court can 
exercise its discretion and reopen his case. 


Coram Nobis Motions in Tax Court 


The Lasky case to which I referred is also 
interesting in its relation to the decision by 
the Sixth Circuit in Reo Motors, Inc., v. Com- 
missioner, 55-1 ustc J 49,090, 219 F. (2d) 610 
(cf, the decision by the Fifth Circuit in La 
Floridienne J. Buttgenbach & Company uv. 
Commissioner, 3 ustc J 1052, 63 F. (2d) 630). 
In the Lasky case, the Supreme Court had af- 
firmed the Ninth Circuit in holding that the 
taxpayer could not be granted a motion for 
rehearing in the Tax Court after the time for 
appeal had expired. The decision of the Tax 
Court, therefore, had become final under Sec- 
tion 1140, relying solely on Northern Coal and 
Simpson. The Ninth Circuit, however, had 
said in the Lasky case that the Tax Court 


916 


December, 1957 ® 


had no power in any case to grant a motion 
for rehearing after its decision had become 
final under Section 1140 and expressly noted 
its disagreement with the Sixth Circuit in 
the Reo Motor Company case, in which the 
Sixth Circuit had held that a Tax Court 
decision could be reopened after it had be- 
come final under Section 1140 where a situ- 
ation existed which, in a court of law, would 
justify the granting of a motion in the 
nature of a writ of error coram nobis. Some, 
including the Seventh Circuit in the recent 
case of Lentin v. Commissioner, 57-1 ustc 
{ 9624, 243 F. (2d) 907, have assumed that 
the Supreme Court by affirming the Ninth 
Circuit also disagreed with the Sixth Cir- 
cuit, but I do not believe that this necessar- 
ily follows. The Court disposed of the 
Lasky case solely upon the basis of its de- 
cisions in the Northern Coal and Simpson 
cases and made no reference to the Ninth 
Circuit’s express disagreement with the 
Sixth Circuit. I- think it is reasonable to 
assume that the failure to make any such 
reference was because Lasky did not involve 
a coram nobis situation; neither did Northern 
Coal or Simpson. 


I do not believe it can be said, therefore, 
that the decision of the Sixth Circuit in Reo 
Motors, Inc—that the Tax Court has the 
power to grant a motion in the nature of 
a writ of error coram nobis—has been over- 
ruled by the Supreme Court. Certainly if 
it has been overruled, it is only by inference 
from the affirmance of the Lasky case and 
not by way of an express ruling by the 
Supreme Court. But the point I want to 
make is that if, as so many apparently as- 
sume, Reo Motors is not the law, then we 
have another situation in which the justice 
obtainable in a tax case may depend upon 
whether the case originates in the Tax 
Court or the Court of Claims or the district 
court, because the equivalent of a fairly 
liberal coram nobis rule is available in the 
district courts by virtue of Rule 60(b) of 
the Federal Rules of Civil Procedure, and 
in the Court of Claims by virtue of the 
court’s Rule 54(b). So again, while a dif- 
ference may be determined to be justified 
upon the basis of the interpretation of the 
law as it now exists, I question the justifica- 
tion of the difference as a matter of legis- 
lative policy. 


LEGISLATIVE MATTERS 
Bills Actually Passed 


So much for my selection of highlights 


from the decided cases. I now turn to the 
highlights of the legislative situation during 
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the last year. It seems to me that there was 
no highlight of great interest from the 
standpoint of actual legislation, unless it 
was the fact that only three tax bills (H. R. 
232, H. R. 4090 and H. R. 7954) were passed 
during the session, which, in a sort of nega- 
tive sense, was apparently something of a 
record. I don’t believe any of them deserve 
mention as a highlight, but perhaps I should 
note in passing that among other things, 
they imposed strict limits on the issuance 
of certificates for rapid tax amortization 
after August 22, 1957, and provided for ter- 
minating the rapid amortization program on 
December 31, 1959. They also, as you know, 
extended the 52 per cent corporate income 
tax rate from April 1, 1957, to June 30, 1958, 
and certain Korean War excise tax rates 
(except those already extended to 1972 by 
the Highway Revenue Act of 1956) for the 
same 15-month period, to June 30, 1958. 


Bills Introduced 


There was another sort of record made 
in the Congress, an affirmative record, with 
respect to taxes. Out of a total of 1,537 
bills referred to the House Ways and Means 
Committee during the first session of the 
Eighty-fifth Congress, approximately 1,000 
were tax bills. Of all of these tax bills three 
(3), as I have stated, became law. Out of 
the other tax bills on which official action 
was taken, only two appear to represent im- 
portant unfinished business—H. R. 7125 and 
H. R. 8381. 

H. R. 7125, the Excise Tax Technical 
Changes Bill of 1957, which would make 
any technical changes in the excise tax laws, 
constitutes the first general overhaul of the 
excise tax provisions since 1932. It was 
passed by the House on June 20. The Sen- 
ate Finance Committee was unable to get 
to it, but it is expected that it will be taken 
up immediately after the second session 
begins in January, 1958. 


7m 


8381 is the so-called Technical 
Amendments Act of 1957, the purpose of 
which has been stated to correct a number 
of unintended benefits and hardships in the 


Internal Revenue Code of 1954. It was ap- 
proved and reported out by the House 
Ways and Means Committee and has been 
on the House calendar awaiting a House 
vote since July 9, 1957. Apparently, the 
reason the House did not pass it and send 
it to the Senate was because of the rather 
unusual rule granted by the Rules Commit- 
tee under which the House would take up 
the bill. Apparently, the customary general 
closed rule, under which amendments could 
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be offered only by the Ways and Means 
Committee, was requested by the leaders 
of the House Ways and Means Committee, 
but the Rules Committee approved a re- 
quest by one member of the Ways and 
Means Committee and granted the usual 
closed rule plus an additional provision 
which would allow one amendment to be 
offered to strike out one certain section of 
the bill. 


Hearings Before Ways and Means 
Committee Starting January 7, 1958 


I believe the most interesting item—or 
highlight, if it may be called that—in the 
field of potential tax legislation was the an- 
nouncement of Chairman Cooper of the 
House Ways and Means Committee sched- 
uling, and setting forth the ground rules 
for, hearings before the Ways and Means 
Committee starting January 7, 1958, “on 
general tax revision.” I am sure that all 
of you are familiar with Chairman Cooper’s 
statements as released to the press on Au- 
gust 9 and September 11 of this year. Those 
hearings could well provide, and I believe 
it is contemplated that they may provide, 
the basis for sweeping revisions of the 
Internal Revenue Code of 1954. 


Matters excluded from hearings.—It may 
be of interest to note the things which have 
been expressly excluded from such hear- 
ings, namely, that no oral testimony will be 
received on excise taxes, no oral testimony 
will be received looking toward the retro- 
active amendment of either the 1939 or 1954 
Codes, and no oral testimony will be re- 
ceived on the provisions contained in H. R. 
8381, the Technical Amendments Act of 
1957. It is also indicated that no oral testi- 
mony will be received on administrative 
and technical amendments to the 1954 Code 
—presumably this refers to technical amend- 
ments other than those contained in H. R. 
8381—but it is stated that persons or groups 
proposing such administrative and technical 
amendments will be permitted to file written 
statements for inclusion in the printed rec- 
ord of the hearings and for reference to 
the staffs. 


Areas to be covered by hearings.—Ap- 
parently all of the many areas of income, 
estate and gift taxes, other than technical 
and retroactive amendments, will be con- 
sidered. Chairman Cooper expressly men- 
tioned quite a few: 

(1) Tax burdens under the present rate 
structure, including exemptions. 

(2) Treatment of earned and investment 
income. 
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(3) Treatment of business expenses. 

(4) Treatment of retirement income and 
annuities. 

(5) Tax problems of the farmers. 

(6) Treatment of the physically handi- 
capped. 

(7) The current tax payment system, in- 
cluding declarations of estimated tax. 

(8) Tax treatment of capital gains and 
income treated as capital gains. 

(9) Depreciation methods. 

(10) Treatment of natural resources. 


(11) Treatment of organizations and groups 
which compute their taxable income on a 
different basis from ordinary taxpayers. 


(12) Net operating loss deductions. 


(13) Treatment of income from foreign 
sources. 


(14) Treatment of small and new busi- 
nesses. 

(15) The policy of the estate and gift 
taxes. 

(16) The reports of the advisory groups 
to the Mills Subcommittee on Subchapters 


C, Jand K., 


These hearings should result in many 
interesting and stimulating developments 
and could well have far-reaching effects on 
our tax structure. [The End] 


Accounting Treatment Counts in 
Determining Net Taxable Income 


By RAYMOND A. HOFFMAN, CPA, Price, Waterhouse & Company, Chicago 


NE fundamental principle well estab- 

lished with regard to determining the 
proper tax treatment of transactions the 
nature of which may be somewhat obscure 
is that “substance must prevail over pure 
form.” This principle has been recited so 
frequently in court opinions and has become 
so thoroughly embedded in the logic of 
taxation that there may be a danger that 
the implied suggestion contained in the 
“form vy. substance” dogma (that is, that 
every transaction has a basic substance 
which can be clearly discerned and char- 
acterized) may itself be accepted without 
question. 

In simple terms, tax questions arising 
from a particular transaction can only be 
answered by considering two questions: (1) 
What is the transaction or the item in 
question arising from the transaction? (2) 
What are the tax rules for such transaction 
or item? 

The first of these questions suggests the 
process of identification or characterization. 
The second suggests the process of treat- 
ment. Necessarily, the two processes may 
be entirely independent. Often, in tax dis- 
putes, the parties may agree on the char- 
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acterization of a disputed item but disagree 
upon the treatment prescribed for the item. 
More frequently, however, there may be 
agreement on the treatment of an item if 
it is of one character or another without 
basic agreement on what the item is. This 
will be recognized as the distinction fre- 
quently drawn between questions of “law” 
and questions of “fact.” That there are 
questions of “fact” in many tax disputes is 
sufficient manifestation of the premise that 
the facts are not always clear, concise and 
readily definable. 


Role of Accounting in Establishing Facts 


One of the significant functions of ac- 
counting in taxation, as well as in general 
financial management, is to provide a system 
and procedure whereby essential informa- 
tion may be accumulated. The information 
upon which tax reports are based almost 
invariably comes from accounting records 
of some sort, and the accounting records 
should be prepared with care because they 
constitute an initial representation on the 
part of the taxpayer as to the nature of the 
transaction. The manner in which a tax- 
payer reflects a transaction in its own ac- 
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counting records is at least evidential of the 
nature of the transaction. Generally the 
courts have followed the principles that 
“bookkeeping does not create facts, it only 
records them;” that book treatment “may 
be of value when there is a dispute as to 
fact, but they cannot work an estoppel as to 
an undisputed fact;” and that accounting 
records “are no more than evidential, being 
neither indispensable nor conclusive.” (Doyle 
v. Mitchell Brothers Company, 235 F. 686, 
aff'd, 1 ustc §. 17, 247 U. S. 179; Standifer 
Construction Corporation, CCH Dec. 8486, 30 
BTA 184; North American Coal Corporation, 
CCH Dec. 8950, 32 BTA 535; Adam A. 
Adams, CCH Dec. 14,631, 5 TC 351.) 


Thus, while bookkeeping technically may 
not create income or deductions for tax pur- 
poses, the accounting which a taxpayer fol- 
lows with respect to an uncertain item for 
his own financial purposes may have a ma- 
terial effect upon its tax treatment. This, of 
course, is not to suggest that accounting 
records should be used as a screen to pur- 
posely obscure the true nature of a transac- 
tion; but where good-faith differences of 
opinion may exist, the appropriate account- 
ing treatment may be determined with an 
eye to the possible tax consequences. It 
cannot be overemphasized that good faith is 
a necessary element. In one case, for ex- 
ample, a taxpayer lost his right to a loss 
from building demolition because his claim 
of no intention to demolish the building at 
the time of acquisition was refuted by a 
press release in a local newspaper at the 
time of purchase announcing that the exist- 
ing structures would be removed to erect a 
new office building. Obviously in the face 
of this announcement, an accounting treat- 
ment of the acquisition which indicated an 
intent not to demolish the existing building 
carried no weight. 


On the other hand, had there been a 
bona-fide intention not to demolish existing 
structures, or even a bona-fide absence of 
a positive intention to demolish them, the 
taxpayer’s claim for a demolition deduction 
might have been materially strengthened by 
an accounting treatment which reflected this 
view—that is, where the facts are obscure, 
the accounting treatment actually followed 
by the taxpayer may become the deciding 
factor. 


Timing of Income and Deductions 


Where there has been a question of when 
an item of income is taxable or a deduction 
is permitted, the courts have often held the 
accounting treatment to be the controlling 
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event. In Lime Cola Company, CCH Dec. 
20,399, 22 TC 593, for example, the year in 
which a long unclaimed account payable, 
representing an amount which had been 
deducted, was eliminated and credited to 
earned surplus was held to be the year in 
which income should be reported. Similarly, 
the closing-out of accounts for unclaimed 
wages (Beacon Auto Stores, Inc., CCH Dec. 
11,305, 42 BTA 703) and uncashed checks 
(Chicago, Rock Island and Pacific Railway 
Company, CCH Dec. 4469, 13 BTA 988) was 
held to give rise to income for the year in 
which taken into income or credited directly 
to surplus. 


As for deductions, the income tax regula- 
tions have provided for many years that a 
taxpayer not using the method of 
providing for bad debts could sustain a de- 
duction for partial worthlessness only if the 
amount was actually charged off, and this 
rule is continued in the proposed regulations 
under the 1954 Code (Section 1.166-1(c)). 
In fact, for some years a book charge-off 
Was a requirement even in the case of a 
completely worthless debt, although this 
requirement no longer exists. 


reserve 


It was not too long ago that cash dis- 
counts taken on purchases were often re- 
garded as a type of “financial” income, and 
cash discounts granted and taken by cus- 
tomers on sales as a type of “financial” 
expense. Presently, of course, the prepon- 
derant view is that such discounts are merely 
adjustments of the purchase or sales price, 
as the case may be. 


As early as 1919 the government recog- 
nized the divergent views as to the nature 
of cash discounts. In O. D. 326, 1 CB 56, it 
was held that if the taxpayer took purchased 
merchandise into inventory at the invoice 
price gross of cash discounts, the inventories 
at the close of the year could not be reduced 
by the average cash discount received, and 
the cash discount earned, which must be 
reported as income, could not be decreased 
by the estimated discounts applicable to 
merchandise on hand at the close of the 
year. If the discounts were deducted from 
purchases, however, such discounts would 
not be considered as income. 


Here, obviously, is a situation in which 
the accounting treatment followed by the 
taxpayer in keeping the books means the 
difference between an immediately taxable 
item of income and the reduction of the 
carrying value of an asset. In the case of 
discounts for the purchase of inventory 
items, the period of effective income defer- 
ment might be quite short. In the case of 
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purchases for plant account, the deferment 
would be of longer duration. A new tax- 
payer adopting an accounting treatment for 
purchase discounts at the beginning of op- 
erations would secure a permanent defer- 
ment of income to the extent inventories are 
accumulated and maintained at an operating 
level, and in some circumstances the non- 
existence of an item of purchase discount 
income may itself be significant. 


A roughly analogous problem to that of 
purchase discounts can arise in the case of 
taxpayers selling their product on a long- 
term credit basis. Frequently in these cir- 
cumstances the vendor disposes of the 
receivables acquired by sale to financial 
institutions. When the money market is 
tight, the receivables can generally be dis- 
posed of only at a discount. Under these 
circumstances, treating the initial sales in 
the amount of the face value of the receiv- 
ables introduces a distortion in the sales 
figure. As the receivables are disposed of, 
the overstatement of gross income is offset 
by the discount realized. At any point of 
time there will be a certain amount of 
receivables in the process of being assigned. 
To the extent of the discount which will be 
subtracted from such receivables in their 
disposition, income may be overstated. 


If the accounting procedures of the tax- 
payer were to record both the sales amount 
and the receivables at fair market value, the 
distortion could be eliminated for tax pur- 
poses. On the other hand, to record both 
the sales and receivable amounts at face 
value in the accounts would make it neces- 
sary to establish a “reserve” for discounts 
in order to eliminate distortion. It is prob- 
able that such a reserve would come under 
very close scrutiny during a tax examina- 
tion, and there would be a strong possibility 
that the government would seek to disallow 
it. This is another situation in which the 
taxpayer, by keeping his accounts in a man- 
ner which reflects the facts as he views 
them, can probably do much to reinforce 
the view desirable for tax purposes. 


There have been several indications that 
the courts are becoming more and more 
attentive to sound accounting principles, 
especially where such principles have been 
followed consistently by the taxpayer over 
an extended period of time in keeping his 
own accounts for other than purely tax pur- 
poses. Furthermore, this greater interest in 
the taxpayer’s own accounting treatment 
has not been restricted to the courts alone; 
the Treasury Department and the Internal 
Revenue Service have also recently indi- 
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cated greater interest in the taxpayer’s own 
accounting records. 


Of considerable interest has been the 
trend toward a more liberal view by the 
Circuit Courts of Appeal with respect to 
the proper timing for tax purposes of in- 
come and deductions, particularly where 
income is received before actually earned 
and where deductions are claimed before 
a formal, finite legal liability for payment 
arises. These are the now fairly familiar 
problems of “prepaid income” and “esti- 
mated expenses,” which were the subject 
of the short-lived Sections 452 and 462 of 
the Internal Revenue Code of 1954. In spite 
of the retroactive repeal of those sections, 
there has been noticeable progress in the 
appeals courts toward accepting the prin- 
ciples sought originally by the legislation. 


Prepaid Income 


The Tenth Circuit exhibited great under- 
standing of the problem of income determi- 
nation in Beacon Publishing Company v. 
Commissioner, 55-1 ustc J 9134, 218 F. (2d) 
697. In that case the court, reversing the 
Tax Court, held that the publisher of a 
daily newspaper, which kept its books and 
filed its tax returns on the accrual basis, 
was proper in correcting its accounting for 
prepaid subscriptions to take into income 
only the subscriptions actually earned, even 
though permission of the Commissioner to 
make such change was not secured. The 
court expressed its view that the correction 
effected by the taxpayer was not only proper 
but was necessary to clearly reflect income 
under the accrual method. 


The government’s case was based upon 
two assertions: that (1) the “claim of right” 
rule applied to the receipts of prepaid sub- 
scriptions and (2) in any event, the taxpayer 
had changed its accounting method without 
securing the required prior consent of the 
Commissioner. With respect to the first of 
these arguments, the court delivered a cri- 
tique of the “claim of right” doctrine, which 
was sharply critical of any attempt to ex- 
tend it to require the inclusion of amounts 
received which had not actually been earned. 
The court concluded with the observation 
that such logic would “force the taxpayer 
into a cash receipts basis for all prepaid 
items” and require the taxpayer “to accrue 
its deductions.” This would create a “hy- 
brid bookkeeping system and results in a 
tax return which does not clearly reflect 
income.” 


As to the second of the government's 
contentions, the court expressed no doubt 
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that a taxpayer may “without the consent 
of the Commissioner, apply the method of 
accounting which he has adopted, though 
not theretofore applied to a particular item, 
when that change will correct errors and 
clearly reflect his income.” 


In spite of this enlightened analysis by 
the circuit court, the Tax Court was appar- 
ently unimpressed—as evidenced by its holding 
shortly thereafter in Curtis R. Andrews, CCH 
Dec. 20,909, 23 TC 1026. This case involved 
the operator of a dance studio who collected 
tuitions in advance. From the outset the 
taxpayer, following the accrual method of 
accounting, treated such prepaid tuition fees 
as a liability and took them into income 
only as earned. 


Despite the clear similarity with the Bea- 
con case, the Tax Court stuck to its guns 
in holding that the “claim of right” doctrine 
applied. Recognizing, as it did, that the 
taxpayer’s “accounting system may well 
have ‘clearly reflected income’ according to 
generally accepted commercial accounting 
practice,” the Tax Court concluded that 
“accounting practice must bow to estab- 
lished rules of law in the determination of 
taxable income.” 


The position of the Tax Court has re- 
ceived a measure of support from the Su- 


preme Court in Automobile Club of Michigan 
v. Commissioner, 57-1 ustc § 9593, 353 U. S. 


180. In this case the Court held that the 
taxpayer could not report collections of dues 
for one-year memberships ratably over the 
12-month period of membership but had to 
report all dues as income in the year of 
collection. The Court cited North American 
Oil Consolidated v. Burnet, 3 ustc § 943, 286 
U. S. 417, and the “claim of right” rule. 
The decision of the Supreme Court may not, 
however, be as broad a condemnation of 
income deferral as it seems on the surface. 
The Court said that “the ‘pro rata allocation 
of the membership dues in monthly amounts 
is purely artificial and bears no relation to 
the services which petitioner may in fact be 
called upon to render for the member’.” In 
making this observation under the facts 
before it, the Court indicated that both 
Schuessler v. Commissioner, cited below, and 
Beacon Publishing Company, were distinguish- 
able, since in both of these cases the tax- 
payers were required to furnish services in 
the future. 

While the Court explicitly denied it was 
expressing any opinion on Beacon or Schues- 
sler, there is in Automobile Club of Michigan 
a hint of the conditions under which the 
Supreme Court might find deferred income 
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acceptable. It is a temptation to speculate 
on whether the decision would have been 
different if the accounting procedures of 
the automobile club had been less artificial. 
For example, it could probably be estab- 
lished on a statistical basis that the mem- 
bers would make requests for services and 
the relative volume of such requests from 
month to month. There may be an advan- 
tage in using more refined accounting tech- 
niques and substituting the results of detailed 
studies for pro-rata allocations. 


Following the Automobile Club of Michi- 
gan case, the Tax Court has reiterated its 
view that collections in advance of earnings 
activities received without restrictions con- 
stitute income when received. In Bressner 
Radio, Inc., CCH Dec. 22,377, 28 TC —, 
No. 40, the Tax Court held that a taxpayer 
which entered into television service con- 
tracts payable in installments realizes tax- 
able income at the time the contracts are 
discounted at a bank for cash, despite the 
fact that performance under the contracts 
had not yet been completed. The taxpayer 
was also unsuccessful in advancing an alter- 
native argument that it be allowed to deduct 
a provision for the estimated costs of serv- 
icing the contracts in the following year. 


Estimated Expenses 


The problem of providing reasonable re- 
serves for estimated expenses is closely 
related to the prepaid income problem, in- 
asmuch as both problems arise in an effort 
to achieve a reasonable association of the 
revenues and costs of an accounting period 
so as to reflect clearly the net income earned 
In this area, there have been recent 
developments which suggest that the tax- 
payer’s financial accounting records may be 
given more weight than heretofore. 


too, 


In Pacific Grape Products Company v. Com- 
missioner, 55-1 ustc J 9247, 219 F. (2d) 862, 
revg CCH Dec. 18,723, 17 TC 1097, the 
Ninth Circuit reversed the Tax Court, and 
held that the taxpayer could deduct reserves 
for the anticipated costs of labeling, pack- 
aging and shipping goods sold during the 
taxable year but unshipped at that time. 
Here the taxpayer had recorded such esti- 
mated expenses on the books and was able 
to show that the procedure it followed, both 
in its accounting and business practice, was 
typical of the industry in which it operated. 

While this decision of the Ninth Circuit 
is significant in itself, at least equal signi- 
ficance (and perhaps more) may be given to 
the dissent registered by six of the Tax 
Court judges to the which the 
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Ninth Circuit reversed. The dissenters in 
the Tax Court observed: “The practice of 
disapproving consistent accounting systems 
of long standing seems to be ex- 
ceeding all reasonable bounds. Meth- 
ods of keeping records do not spring in 
glittering perfection from some unchange- 
able natural law but are devised to aid 
business men in maintaining sometimes in- 
tricate accounts. If reasonably adapted to 
that use they should not be condemned for 
some abstruse legal reason, but only when 
they fail to reflect income. As long 
as we continue to approve the imposition 
of theoretical criteria in so purely practical 
a field, respondent will go on attempting to 
seize on such recurring fortuitous occasions 
to increase the revenue, even though he may 
actually accomplish the opposite.” 


Subsequent to the Pacific Grape Products 
case, the Fifth Circuit had occasion to con- 
sider a similar case in Schuessler et al. v. 
Commissioner, 56-1 ustc § 9368, 230 F. (2d) 
722. There the taxpayer sold furnaces with 
a guarantee to turn them on and shut them 
off for five years. He set up a reserve on 
his books, which were kept on the accrual 
basis, to cover the costs of the service over 
the five-year period. 


The Fifth Circuit found the Schuessler 
case indistinguishable in principle from Pa- 
cific Grape Products, and held that the 
method followed by the taxpayer was proper 
and permissible and “most accurately” re- 
flected the taxpayer’s income on an annual 
basis. Thus, another circuit court gave em- 
phasis to the accounting followed by the 
taxpayer in keeping his books. 

Another instance where the taxpayer's 
accounting carried significant weight is 
R. H. Macy & Company, Inc. v. U. S., 57-1 
ustc { 9385, 148 F. Supp. 377. The taxpayer 
was permitted to use LIFO for years dur- 
ing which the Commissioner was denying 
this right to department stores, even though 
the necessary application was not filed with 
the return. Macy had adopted LIFO in its 
financial statements and accounts in 1942, 
and thus met the statutory requirements 
in that regard. 


In a very recent opinion, H. A, Carey 
Company, Inc., CCH Dec. 22,617, 29 TC —, 
No. 6 filed on October 15, 1957, the Tax Court 
decided a case against an insurance agency. 
The agency kept its books on an accrual 
basis, but during the years 1930 to 1952, 
inclusive, bookkeeping errors were made. 
The effect of these errors in the aggregate 
was to overstate income and understate 
accounts payable in an amount slightly in 
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excess of $23,000. During 1953 the peti- 
tioner discovered its error, and made an 
adjusting entry reducing its gross income 
for that year and correctly stating the 
accounts payable. 


The deficiency in income tax for 1953 was 
only approximately $7,000, but the factual 
situation shows how careless accounting 
can be expensive. 


The accounting procedure followed by the 
insurance agency was to charge accounts 
receivable for the premiums due from each 
insured, credit an income account for the 
commission as it determined it, and credit 
accounts payable for the amount determined 
to be due the insurance companies. The 
agency paid the appropriate insurance com- 
panies on the basis of accounts prepared 
by the agency, and the accounts were 
audited by the insurance companies within 
three or four months following their re- 
ceipt. The error which the taxpayer at- 
tempted to correct in 1953 arose from the 
fact that at the time of these audits there 
were determined to be additional amounts 
owing by the agency and as payments of 
the additional amounts were made, they 
were charged to the accounts payable con- 
trol account rather than to expense. 


On the human-interest side, it is to be 
noted that in the findings of fact there are 
these statements: “The 
by a bookkeeper who had come with the 
petitioner in the late 1920’s and had learned 
the method of handling the books from 
the previous bookkeeper; she was otherwise 
untrained.” “In 1953, a new accountant 
was brought into the office and a new at- 
torney engaged.” 


books were kept 


The Tax Court held that there was no 
basis for reducing gross income of the 
year 1953 or allowing a deduction from 
gross income for that year. The court 
pointed out that the situation under review 
“must be distinguished from instances where 
the taxpayer receives earnings under a 
claim of right and later is obliged to return 
them, see United States v. Lewis, [51-1 ustc 
7 9211,] 340 U. S. 590 (1951); North Ameri- 
can Oil Consolidated v. Burnet, 286 U. S. 417 
(1932), and from instances where the peti- 
tioner is denied a deduction but is 
later allowed the deduction. See Security 
Flour Mills Co. v. Commissioner, [44-1 ustc 
{ 9219,] 321 U. S. 281 (1944).” 


Over-All v. Specific Accounting Methods 


One might reasonably ask, in view of the 
circuit court reversals in the case of prepaid 
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income and estimated expenses, whether 
the Tax Court itself might not soon yield 
to the accumulated pressure and rely more 
heavily upon the taxpayer’s own accounting 
method. As it happens, this development 
has already occurred in Josef C. Patchen, 
CCH Dee. 22,081, 27 TC 592, but in a most 
strange context. 

The Patchen case involved a professional 
engineering partnership which, prior to 1948, 
had kept its books and prepared its tax 
returns on the cash basis. Beginning in 
1948, on the advice of the firm’s account- 
ants, the partnership began keeping its 
books on the accrual basis in order to more 
accurately account for the cost of billings 
and work in Tax returns were 
still filed on basis, and supple- 
mentary was accumulated to 
reconcile the net income on a cash basis 
with the accrual basis net income as re- 
flected on the books. 


process. 
the cash 
information 


The government contended that the change 
in accounting on the books from the cash 
to accrual method, even though accom- 
plished without prior permission of the 
Commissioner, required a parallel change 
in the basis of filing tax returns. The Tax 
Court, in upholding the government’s con- 
tention, ruled that Section 41 of the 1939 
Code rigidly required that tax returns be 
prepared in accordance with the method of 
accounting regularly employed in keeping 
the books. To the Tax Court the fact that 
either the cash basis or the accrual basis 
accurately reflected income was immaterial. 

A further 
possible 


complication and cause for 
concern exists in the approach 
taken by the Treasury Department in the 
proposed regulations under Section 446 of 
the 1954 Code, which suggest that a much 
narrower interpretation of the term 
counting method” may be followed 
heretofore. 


“ac- 
than 


For example, Section 1.446-1(a)(1) of the 
proposed regulations states: “Section 446 
(a) provides that taxable income shall be 
computed under the method of accounting 
on the basis of which a taxpayer regularly 
computes his income in keeping his books. 
The term ‘method of accounting’ includes 
the accounting treatment of any item as 
well as the over-all method of accounting 
of the taxpayer.” 


This provision of the proposed regulations 
seems to suggest that the tax return must 
conform to the taxpayer’s books on an 
item by item basis; however, exceptions to 
this rule are specifically recognized in the 
case of “deviations permitted or required” 
by the special accounting treatment of 
special items such as “research and experi- 
mental expenditures, 
servation expenditures, 
operating losses, etc.” 


and water con- 
depreciation, net 


soil 


While accountants generally believe greater 
reliance should be placed upon accounting 
principles in developing tax accounting 
rules, there would be considerable resist- 
ance to a requirement for booking financial 
transactions in the manner required by the 
tax rules. This, in effect, would give the 
government the power to legislate account- 
ing or, at the very least, would place a 
tax premium on certain accounting methods 
which might not be the most appropriate 
for a given taxpayer. 


Conclusion 


From an immediate and practical stand 
point, taxpayer must constantly re- 
view his own accounting practices to determine 
whether they might contain an invitation 
to future tax trouble and to make certain 
they reflect the most accurate income deter- 


eacn 


mination possible under the circumstances. 


[The End] 


ACCELERATED CONVICTIONS FOR TAX EVASION 


A steadily increasing number of 
convictions for income tax evasion has 
been obtained by the Department of 
Justice in each of the past five years, 
the Department has revealed. Would- 
be evaders are warned that the Justice 





Department and the Internal Revenue 
Service cooperate closely in the devel- 
opment and prosecution of such cases. 
The results of this cooperation are re- 
vealed in the following table showing 
the steady increase in the number of 
income tax convictions: 


Persons Convicted During First Six Months of Each Year 


1957 
Trials 38 
Pleas of Guilty 457 


1956 1955 1954 
44 45 51 
401 344 254 





495 


Total 
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445 389 305 





Accounting Methods 
and Changes Therein 


By MARK E. RICHARDSON 


The author, a certified public 
accountant, is a partner of Lybrand, 
Ross Bros. & Montgomery, New York. 


S INCE THE ENACTMENT of the 1954 
\Y Code, the Commissioner has received a 
large number of requests for permission to 
change accounting methods. Many of these 
requests have been prompted by a desire to 
avoid tax on certain pre-1954 items which 
would not be subject to adjustments under 
the provisions of Section 481. A literal 
interpretation of Section 481 seems to sup- 
port the taxpayer’s position, but the Com- 
missioner has, in most instances, refused 
to approve changes in accounting methods 
pending further clarification of the law. The 
Commissioner contends that Section 481 
contains benefits which were not intended 
and, if literally interpreted, could conceiv- 
ably result in millions of dollars of lost 
revenue to the Treasury. 


In view of the foregoing, taxpayers desir- 
ing to change their method of accounting, 
even for reasons other than avoidance of 
tax as mentioned above, have been generally 
confronted with a refusal by the Commis- 
sioner to approve the change and have been 
seriously handicapped by the failure of the 
Treasury Department to issue regulations 
interpreting Code Section 481. 


Background of Problem 


In order to fully understand the problem, 
it is necessary to first look back at the old 
Code and regulations applicable thereto, ex- 
amine their provisions for changing the 
method of accounting employed, the effects 
of a change-over and the conflicts which arose. 


I. Provisions of 1939 Code (Section 41). 


A. Section 41 merely stated the general 
rules that the net income should be com- 
puted upon the basis of the taxpayer’s an- 
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nual accounting period in accordance with 
the method of accounting regularly employed 
in keeping the taxpayer’s books; but if no 
such method of accounting was so employed 
or if the method employed did not clearly 
reflect the income, the computation should 
be made in accordance with such method 
as, in the opinion of the Commissioner, did 
clearly reflect the income. If the taxpayer’s 
annual accounting period was other than a 
fiscal year as defined in Section 48, or if the 
taxpayer had no annual accounting period or 
did not keep books, the net income should 
be computed on the calendar year. 


B. Regulations issued under Section 41 
required that before changing the method of 
accounting used in reporting income, tax- 
payers had to secure the consent of the 
Commissioner, Application for permission 
to change had to be accompanied by a state- 
ment specifying the classes of items treated 
differently under the two methods and spec- 
ifying all amounts which would be dupli- 
cated or entirely omitted as a result of the 
proposed changes. Adjustments to be made 
upon a change of accounting method had 
to be agreed upon by both the taxpayer and 
the Treasury. 

II. Effects of a change-over (under old 
law). 

A. Involuntary changes: 

1. If no method of accounting was regu- 
larly employed in keeping the taxpayer’s 
books or if the method employed did not 
clearly reflect income, the Commissioner 
could prescribe such method as in his opin- 
ion did clearly reflect income. 

2. If the taxpayer used a hybrid system, 
the Commissioner could make a change and, 
of course, the Commissioner would make 
the change when most disadvantageous to 
the taxpayer. 

B. Voluntary changes: 

1. Where a taxpayer was using a hybrid 
system, it was advisable to request per- 
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mission for a change at a time when it was 
most advantageous to the taxpayer. 

2. Simce it was necessary to obtain the 
Commissioner’s approval before making a 
change, it was unlikely that income would 
escape taxation or that double deductions 
would be allowed since, as previously men- 
tioned, the taxpayer was required to obtain 
the consent of the Commissioner for the 
change, and consent would be conditional 
upon such adjustments as the Treasury 
deemed necessary so that deductions were 
not duplicated and income did not escape 
taxation. 


3. However, by planning ahead, a tax- 
payer could minimize a loss of deductions 
or double taxation of income. 


a. In a change from cash to accrual basis, 
all deductible expenses could be prepaid, 
where possible. 

b. A change from accrual to cash basis 
could be made when accrued but uncollected 
items were at a minimum. 


III. Conflicts which arose. 


A. Although the Commissioner took a 
dim view of a hybrid method of accounting, 
the principles governing income tax ac- 
counting caused many differences between 
good accounting principles and accounting 
for tax purposes. 


B. Under the 1939 Code, a distinction 
existed between an involuntary and a volun- 
tary change: 

1. Where a taxpayer was reporting on an 
incorrect basis and was forced by the Com- 
missioner to make a change (for example, 
from a cash to accrual basis), the courts 
usually held for the taxpayer by refusing 
the Commissioner the right to tax accounts 
receivable and/or eliminate opening inven- 
tories. It was thus possible for income to 
escape taxation. 

2. Where a taxpayer voluntarily changed 
methods, he was subjected to transition ad- 
justments as a condition to obtaining the 
consent of the Commissioner. Where the 
adjustments would result in a very large 
income in the year of the change, therefore, 
it was to the taxpayer’s interest to perpetu- 
ate the erroneous method until the Com- 
missioner forced a change. 


Attempt to Settle Controversy 
in 1954 Code 


I. New provisions of Section 446. 


A. Section 446(c)(4) permits a hybrid 
method of accounting. 
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B. Section 446(d) permits a taxpayer en- 
gaged in more than one trade or business 
to use a different method of accounting 
for each. 

C. Section 446(e) requires that a tax- 
payer who changes his method of account- 
ing secure the consent of the Secretary or 
his delegate (formerly in regulations). 

II. Provisions of Section 481. 

A. Adjustments taken into account: 

1. those adjustments necessary to prevent 
duplications or omissions; 


2. “except there shall not be taken into 


account any adjustment in respect of any 

taxable year to which this section does not 

apply” (i. e., for taxable years prior to 1954). 
B. Limitations: 


1. If the method of accounting used prior 
to the change was used by the taxpayer for 
the two taxable years preceding the year 
of change and the adjustments in income 
exceed $3,000, then the tax attributable to 
the adjustments shall be no greater than if 
one third of the adjustments were included 
in the year of change, and one third in each 
of the two preceding taxable years. 

2. Where the adjustments exceed $3,000 
and the taxpayer establishes his taxable 
income under the new method for one or 
more taxable years consecutively preceding 
the taxable year of change, then the tax 
attributable to the adjustment shall not be 
greater than if the adjustments were allo- 
cated to the proper years and the balance 
included in the year of change. 

3. There shall be taken into account any 
increases or’decreases in tax in any taxable 
year preceding the year of change to which 
no adjustments are allocated under Section 
481(b)(2), but which are affected by net 
operating losses or capital loss carry-overs 
from years to which adjustments are allocated. 

4. Increases or decreases in tax for years 
closed by statute shall be determined by 
reference to the tax previously determined 
for those years as defined in Section 1314(a). 


5. This section of the Code does not 
apply to a change relating to the installment 
method. 


III. Proposed regulations under Section 
446. 


A. Definition of the term “method of 
accounting” includes the accounting treat- 
ment of any item, as well as the over-all 
method of accounting of the taxpayer. 


B. Except for the deviations permitted 
or required by special accounting treatment 
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(such as depreciation, research and develop- 
ment expenses, etc.), the method of account- 
ing used by the taxpayer in computing 
taxable income must be the same as the 
method used by him in keeping his books. 


C. Permission to change is required for 
over-all method or treatment of any item, 
whether right or wrong. 


D. A method of accounting which reflects 
the consistent application of generally ac- 
cepted accounting principles in a particular 
trade or business in accordance with accepted 
conditions or practices in that trade or busi- 
ness will ordinarily be regarded as clearly 
reflecting income, provided all items of gross 
income and expenses are treated consistently 
from year to year. 

E. In any case where it is necessary to 
use any inventory, only an accrual method 
of accounting for purchases and sales will 
clearly reflect income. 

F. Regs. Sec. 1.446-1(c) (2), in discussing 
the accrual method, implies that direct 
costing may be proper. “Likewise, the ex- 
tent to which indirect costs shall be included 
in computing cost of goods sold depends 
upon the method used by the taxpayer in 
treating such items in keeping his books.” 

G. Final regulations under Section 446 
-have not been issued, and undoubtedly 
considerable confusion will exist regarding 
conformity of accounting and tax methods 
until such time as Section 481 is clarified. 


IV. Section 481 not yet interpreted by 
regulations. 

A. The Treasury Department is not satis- 
fied with this section of the Code. The 
unintended benefits resulting from literal 
interpretation of the Code could conceivably 
result in millions of dollars of lost revenue 
to the Treasury. 

B. Pending clarification, taxpayers have 
been experiencing difficulty in obtaining 
approvals for changes, 

C. This section fails to distinguish between 
a voluntary and an involuntary change: 

1. If the taxpayer makes a voluntary 
change from a wrong method to a correct 
method, does the 1954 cutoff apply? 

2. Can the Treasury prevent a taxpayer 
from making a change from an incorrect to 
a correct method? 

D. Since this section applies to all changes 
in accounting methods, presumably a tax- 
payer regularly and properly reporting on 
the cash basis prior to 1954 may change to 
the accrual basis thereafter without paying 
tax on pre-1954 receivables. 
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E. Ostensibly, a taxpayer filing on a 
cash basis, even though the presence of 
inventories would indicate the use of the 
accrual method and inventories were recorded 
on the books, should be allowed to cor- 
rect this erroneous method to an accrual 
basis. In so doing, he would obtain a 
second deduction by using an opening in- 
ventory in computing his gross profit. To 
the extent that the opening inventory is 
attributable to pre-1954 items, no adjust- 
ment should be made for the previous 
deduction. However, where the purpose of 
the change is solely tax avoidance, is the 
Commissioner required to consent to such 
change? 

F. The question has also been raised as 
to whether this section applies to changes 
in accounting involving regularly recurring 
items, such as, state and local taxes, va- 
cation pay or rental income, which have 
been consistently reported in the wrong 
taxable year. The committee reports infer 


that Section 481 was intended to apply. 


Proposed Amendment to Section 481 
by Section 24 of Technical Amendments 
Bill of 1957 (H. R. 8381) 
I. Provisions of 
A. The section authorizes adjustments 
as to pre-1954 items if the taxpayer initiated 
the change. 


proposed amendment. 


1. The report of the Committee on Ways 
and-Means accompanying H. R. 8381 says 
changes initiated by the taxpayer include 
a change which he originates by requesting 
permission of the Commissioner to change 
and, also, cases where the taxpayer shifts 
from one method to another without the 
Commissioner’s approval. 

2. A change required by a revenue agent 
upon examination of the taxpayer’s return 
would not be considered as initiated by the 
taxpayer. 

B. If the change is not initiated by the 
taxpayer, the present law applies, that is, 
adjustments as to items related to the 1939 
Code are not authorized. 

C, Where the taxpayer initiated the change, 
if the net amount of the pre-1954 adjust- 
ments increases taxable income by more 
than $3,000, provision is made for spread- 
ing the adjustments ratably over the lesser of 

1. the year of change and the nine suc- 
ceeding years; or 


2. the number of years in business prior 


to 1954. 
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D. The death of an individual taxpayer, 
termination of a partnership or liquidation 
of a corporation would accelerate the ad- 
justment. In certain corporate reorganiza- 
tions, however, the spread-out would carry 
over. 

E. The spreading of pre-1954 adjustments 
for as much as ten years is to be available 
only in the case of changes in methods of 
accounting made in taxable years beginning 
before December 31, 1963. 

F. In general, the provision is effective 
with respect to changes where the taxable 
year is a year beginning after December 


Tax Planning 


31, 1953, and ending after August 16, 1954. 
None of the new provisions would apply, 
however, if before the bill’s enactment, the 
taxpayer had applied for permission to 
change accounting methods and had reached 
agreement with the Commissioner on the 
terms and conditions of the change. 

II. This bill (commonly referred to as 
the Mills bill) has been reported to the 
House by the Committee on Ways and 
Means and is expected to be taken up again 
when the second session of the Eighty-fifth 
Congress convenes in January, 1958. 


[The End] 


at the Time of Incorporation 


By JOHN S. PENNELL 


The author is a member of the 
Chicago law firm of 
McDermott, Will and Emery. 


‘| HE TAX PLANNING that is done, or 
not done, at the time of incorporation 
of a business will have far-reaching effects. 
Obviously, it is important to consider the 
immediate tax effects of such an incorpora- 


tion. It is just as important to plan for 
the future tax effects to the extent possible. 


When the question of incorporation is 
considered, the first decision to be reached 
is whether or not to incorporate at all or 
to carry on the business in a different form. 
The answer to this question depends even 
more upon the particular facts in each case 
than do the other problems to be faced. The 
tax cost can usually be resolved with a few 
educated guesses and a little pencil pushing. 
In addition to the tax factor may be the 
desire for a pension or profit-sharing plan 
covering the proprietors; the ability to re- 
tain earnings at a lesser tax cost; the greater 
flexibility of stock in estate planning; the 
opportunity to make new elections; and 
other considerations—some nontax—which 
will affect the decision. 
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3ecause the question is so peculiarly 
factual, it will be assumed, with a single 
word of caution, that upon judicious inquiry 
the corporate form has been decided upon. 
The word of caution is a reminder that a 
corporation can be formed in a nontaxable 
transaction, but only in very limited cir- 
cumstances can it be dissolved in a nontax- 
able transaction. Like marriage or a poker 
game, it is easy and painless to get into, 
but getting out may be expensive. 

Even after this basic question has been 
answered, there remain a number of deci- 
sions to be made. These decisions will, of 
course, vary with the facts, but one major 
difference in fact—the type of business 
conducted—will color all of the planning. 


TAX-FREE OR TAXABLE INCORPORATION 


The tax planner may find that his most 
difficult problem has arisen at this very 
early stage in the planning for the corpora- 
tion. The problem may be to convince the 
taxpayer to voluntarily abandon the ease 
and apparent joys of a “tax-free” incorpora- 
tion for the punishment of paying taxes 
now with the hope of tax savings lurking 
over the horizon. The planner may have to 
be a persuasive advocate of the stitch-in-time- 
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saves-nine school of thought to overcome 
the resistance of the taxpayer’s belief in 
the bird-in-hand. Yet it may well be that 
adopting a taxable route here will make 
possible greater tax savings in the future. 


Comparative Advantages of Taxable 
and Tax-Free Incorporation 


The so-called tax-free incorporation’ is, 
of course, not tax free at all. It is merely 
a deferral until a later date of a tax that 
would otherwise be payable because the 
value of the assets transferred to the corpo- 
ration is in excess of the basis of those 
assets. The assets retain the same low basis 
on the books of the corporation that they 
had in the hands of the incorporators,’ and 
the tax deferred on incorporation is instead 
collected from the corporation when it 
disposes of those assets. This disposition 
may be by sale, in which case the gain is 
greater by reason of the low basis, or by 
use in the business, in which case the de- 
preciation deduction is lesser by reason of 
the low basis. 

If the corporation is formed with cash 
or with assets the value of which is not 
in excess of basis, there is no problem of 
deferring gain on the incorporation by use 
of Section 351 or by the corporation having 
a basis less than the value of the assets. 


If the corporation is formed with non- 
depreciable assets, such as land, that have 
substantially appreciated in value but which 
will be indefinitely retained in the business, 
there is no advantage to be gained by 
increasing the basis to the corporation. 
There will be no depreciation deduction, 
and the likelihood of sale at a gain is 
remote. In that situation, the tax-free in- 
corporation is to be sought to avoid the 
payment of an unnecessary tax based solely 
upon an unrealized paper profit. 


If, however, the assets transferred to the 
corporation consist primarily of low-cost, 
high-value depreciable property or appre- 
ciated property which the corporation will 
in turn dispose of, the increased basis that 
will result to the corporation may well be 
worth the cost of a taxable transaction to 
the incorporators. 


The stepped-up basis for depreciation 
may be particularly attractive to a rental 
operation or to the manufacturing or mer- 
chandising business with an investment in 

1 Under 1954 Code Sec. 351. 

2 1954 Code Sec. 362. 

31954 Code Sec. 1012. 


41954 Code Sec, 1221. 
5 1954 Code Sec. 1231. 
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physical plant equipment. If the incorpo- 
rators have themselves used the assets in 
business for any period of time, they will 
have already benefited from depreciation 
at ordinary income rates. If they now trans- 
fer the assets in a taxable transaction to a 
corporation, the corporation starts deprecia- 
tion all over again with the higher basis 
determined by its cost.* 


The sale to the corporation at a price in 
excess of the seller’s basis will, of course, 
result in gain to the seller. Depreciable 
assets of a manufacturing or merchandising 
business or used in a rental operation are 
generally not capital assets.‘ However, in 
the event of their sale at a gain, they will 
be treated as capital assets because they 
are property used in the trade or business 
of a character subject to the allowance for 
depreciation, or real property used in the 
trade or business.’ Thus, if held for more 
than six months prior to the taxable dis- 
position, the gain will be treated as capital 
gain to the seller. Simple arithmetic dic- 
tates the advantage of paying a maximum 
tax of 25 per cent on the profit now if 
there can be recoupment by the corporation 
deducting an amount equivalent to that 
profit at a 52 per cent tax rate. Even if the 
corporation’s tax rate is only 30 per cent, 
some advantage is still present. 


In certain circumstances, it may not be 
necessary to pay even the 25 per cent tax 
on the profit. Operating losses or capital 
losses available to the individual incorpo- 
rators in the year of incorporation can be 
offset against gain generated by the taxable 
incorporation. These losses may be incurred 
in the year of incorporation or may be 
carry-overs from prior years. One fruitful 
source of such losses is the starting losses 
that may have been incurred by the very 
business being incorporated. If no such 
losses exist, it may be advantageous to in- 
tentionally generate some through security 
transactions to offset against the gain. 


This capital gain advantage, coupled with 
a stepped-up basis, has been made difficult 
of attainment in the case of the family-con- 
trolled corporation. If the taxable transfer 
of depreciable property is to a corporation 
80 per cent in value of the voting stock of 
which is owned by the transferor, his spouse, 
minor children and minor grandchildren, the 
gain on the transfer is ordinary income, 
not capital gain.® Despite this limitation 


*1954 Code Sec. 1239. Neither the Code nor 
the proposed regulations indicates whether the 
80 per cent is to be determined before or after 
the transaction. 
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on the use of a sale to get a stepped-up 
basis, the method is still available in many 
cases. There is no prohibition against the 
corporation’s being owned wholly by sib- 
lings, or by a parent and his adult children.’ 
Whether it could be owned by the parent 
and by trusts for minor children is one of 
those unanswered questions. Even if the 
circumstances are such that the ordinary 
income on the sale cannot be avoided, the 
offsetting of losses against that gain may 
still make the taxable transaction attractive. 


In the case of a business in which the 
assets involved are to constitute the stock 
in trade of the corporation, attaining a 
stepped-up basis at capital gain rates to the 
seller may be extremely difficult. Not only 
must the transaction be taxable in form, but 
also the assets must be capital assets in the 
sellers’ hands, although they will admittedly 
be stock in trade in the corporation’s hands. 


Currently, the most frequent example of 
this situation is in the case of real estate 
which is to be subdivided and developed 
by the corporation.» Whether the assets 
will be treated as capital or stock in trade 
in the hands of the seller depends upon 
a number of facts. The subject is far too 
complex to be detailed here, but it has been 
adequately discussed in numerous papers.” 
Suffice it to say that if the assets are property 
held for sale to customers in the ordinary 
course of business, they do not lose that 
character merely because they are sold in 
one transaction, and the gain still will be 
ordinary income.” Even in that case it may 
be possible to offset this gain against other 
loss so the transaction may still be attractive. 


The assets may truly be investment prop- 
erty to the incorporators, even though they 
are stock in trade to the corporation. 


In Martin v. U. S..™ the petitioner, a resi- 
dent of Illinois, in 1935 purchased about 
12 acres of land in California adjacent to 
property owned by Pacific Builders, Inc., 
an unrelated corporation. The petitioner 
then made an arrangement with Pacific 
whereby Pacific was to develop the tract 


™ Presumably ‘‘minor’’ is to be determined 
under state law, although both the Code and 
the proposed regulations are silent on this point, 
also leaving in doubt the question of ‘‘minor’’ 
for what purpose: contracting, marriage, testa- 
mentary disposition, etc. 

§ Section 1237 may eliminate many of the 
problems of the ‘‘subdivider’’ if there is no 
further development activity, although this sec- 
tion is not a panacea and creates almost as 
many problems as it solves. 

*Orem, ‘‘Capital Gains of Dealers in 
Property,’’ 33 TAXES 147 (February, 
Weithorn, ‘Subdivisions of Real 


Real 
1955) ; 
Estate-- 


Federal Tax Conference 


as a cemetery and to promote, advertise and 
sell the lots. Title was to remain in the 
petitioner until the lots were sold, and one 
half of the purchase price had been paid 
to petitioner. In 1941, the petitioner pur- 
chased an additional 22 acres adjoining the 
original plot to be sold under the same 
arrangement. The petitioner gave deeds 
quarterly to Pacific as lots were sold and 
payments made to him. The petitioner reported 
the profit from these transactions as capital 
gain. The Commissioner taxed the profit 
as ordinary income on the ground that the 
property was held by the petitioner pri- 
marily for sale to customers in the ordinary 
course of his trade or business. On a suit 
for refund, the court held that the petitioner 
was not engaged in the business of sub- 
dividing and selling cemetery lots and that 
the income was capital not ordinary income. 


In the Martin case the corporate pur- 
chaser was unrelated to the seller, but the 
decision suggests the possibility of the real 
estate being sold to a related corporation. 
If the owner of investment real estate trans- 
fers it to a corporation to be subdivided, 
improved and sold, the corporation will 
undoubtedly pay tax at ordinary income 
rates on its profit. If after realizing its 
profit, it liquidates, the profit to the share- 
holder will be taxed at a maximum of the 
25 per cent capital gain rate. 


Thus, if the property with a basis of $100x 
to the incorporator and a fair market value 
of $200x is transferred to a corporation in a 
tax-free transaction, it retains its basis of 
$100x,” and the incorporator’s stock has a 
basis of $100x." If, after improvement by 
the corporation, it is resold for $300x more 
than the cost of improvements, the tax to 
the corporation on the $200x profit at ordi- 
nary income rates of 52 per cent will be 
$104x. Upon distribution in liquidation of 
the remaining $196x, the shareholder will 
have gain of $96x and a tax at the 25 per 
cent capital gain rates of $24x. There is 
thus a total tax of $128x. 


The ordinary income probably cannot be 
converted to capital gain by a sale of the 


‘Dealer’ v. ‘Investor’ Problem,’’ 11 Taz Law 
Review 157; Miller, ‘‘Tax Status of Subdivi— 
sions Under the Internal Revenue Code,’’ 33 
Chicago-Kent Law Review 201: Beck, ‘‘Some 
Tax Problems of the Investor, Subdivider and 
Developer of Real Estate,'’ Proceedings of New 
York University Fifteenth Annual Institute on 
Federal Taxation, p. 381. 

” August Engasser, CCH Dec. 22,572, 28 TC 
—, No. 139 (1957). 

1155-1 ustc f 9204, 128 F. Supp. 576 (DC IIl.), 
aff'd, 56-1 ustc { 9259, 230 F. (2d) 106 (CA-7). 

#21954 Code Sec. 362. 

31954 Code Sec. 358. 
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corporate stock. If the corporation merely 
subdivides, improves and sells, it is highly 
likely that it will be a collapsible corpora- 
tion, and if in addition it constructs houses 
on the property, it will almost certainly be 
collapsible.“ In that event the sale of the 
corporate stock before the corporation real- 
izes a “substantial” part of its income would 
be treated as ordinary income to the seller 
and nothing gained, 

However, if the real estate is sold to the 
new corporation in the first instance at its 
fair market value, there can be substantial 
tax saving. If the sale is at $200x, the fair 
market value, the gain of $100x is taxed 
to the incorporator-seller at a maximum of 
capital gain rates, a $25x tax, and the newly 
formed corporation owes its incorporator- 
seller $200x. If properly handled, the in- 
corporator-seller’s profit can be reported 
on the installment basis so that his tax does 
not have to be paid until he is paid. The 
corporation now has a basis of $200x, its 
cost, and its sale of the property at $300x 
more than the cost of improvements would 
result in profit of $100x and tax of only $52x. 


After the property has been sold, the 
corporation can pay its $200x debt to its 
incorporator-seller and distribute the balance 
of its cash, $48x, in liquidation. Assuming 
the incorporator-seller has a zero basis for 
his stock, the entire $48x is capital gain 
upon which there is tax of $12x. In this 
case, the total tax is $89x instead of $128x, 
but basically the same economic result is 
accomplished 

The basic ingredients of this transaction 
have been approved by the Commissioner 
in a published revenue ruling” involving 
the following facts: 

In 1950 the taxpayer, a corporation own- 
ing and operating a retail store, bought 100 
acres of land in an outlying section of the 
city to erect. a new store and a shopping 
center. Luter in the year before working 
drawings were ready, an adjoining 300-acre 
plot was available which the taxpayer thought 
would be more suitable for its purposes. 
The 300-acre tract was purchased, and in 
1951, 180 acres of it were transferred for 
stock to a newly formed subsidiary, N 
corporation, which constructed the store 
and shopping center, completing the project 
in 1954. In 1955 the taxpayer formed a 
second corporation, O corporation, with 
an authorized capital of 10,000 shares of 
$10 par value common stock to which it 
transferred $150,000 and the original 100- 





4 1954 Code Sec. 341. 
% Rev. Rul. 56-303, I. R. B. 1956-27, p. 12. 
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acre tract in exchange for 6,000 shares of 
stock and short-term (under four years), 
negotiable, interest-bearing promissory notes 
in the face amount of $600,000. The land 
transferred to O corporation had a cost 
to the taxpayer of $400,000 and a value of 
$1 million. O corporation planned to sub- 
divide and improve the land for sale in 
lots for residential, industrial and com- 
mercial use. The taxpayer continued to 
hold for investment the remaining 120 acres 
but admitted plans for a possible future 
transfer of it to O corporation, also for 
development. Under these circumstances, 
the Commissioner ruled that the transfer 
to O corporation came under Section 351 
(b), a tax-free transfer with boot (the 
notes); the taxpayer was charged with 
capital gain to the extent of the boot; and 
O corporation had a basis for the land 
cqual to the taxpayer’s basis, plus the 
recognized gain. 

In this instance the basis of the land 
was contributed for stock, and only the 
appreciation was “sold.” If O corporation 
is liquidated, an amount equal to its basis 
is returned to its shareholder “tax free.” 


As already noted, if the real estate is 
property held for sale to customers in the 
ordinary course of business, its sale to the 
corporation will be taxed at ordinary income 
rates. If a taxpayer makes a practice of 
this type of transaction, he will not do it 
many times before he is accused of holding 
the property for sale to customers. But in 
the case of property held for investment, 
this method of handling presents distinct 
advantages. 


Accomplishment of Tax-Free 
or Taxable Incorporation 


Now that the relative merits of taxable 
and tax-free incorporations have been ex- 
plored, the methods of accomplishment of 
the two remain to be examined. 


Contrary to the usual situation, in this 
area it is generally easier to have a tax-free 
transaction than to avoid it. The 1954 Code 
removed the biggest stumbling block to tax- 
free incorporation by eliminating the re- 
quirement of the 1939 Code™ that the stock 
of the new corporation be issued in propor- 
tion to the properties contributed to it in 
the case of plural transferors. Such dis- 
proportion can cause other problems under 
the 1954 Code, but it will not void the 
tax-free nature of the transaction.” 


16 1939 Code Sec. 112(b) (5). 
™ Regs. Sec. 1.351-1(b) (1). 
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All that is required for a tax-free incor- 
poration is the transfer of property by one 
or more persons to a corporation solely in 
exchange for stock or securities of the 
corporation, if immediately after the ex- 
change, the transferors own 80 per cent of 
the combined voting power and 80 per cent 
of the total number of shares of all other 
classes of stock of the corporation.* 

It has generally been considered that 
literal adherence to the statutory require- 
ments is adequate and a “business purpose” 
for the incorporation is not necessary,” 
although some doubt has been cast on this 
theory in the light of a Treasury ruling.” 


The completely tax-free status can be put 
in doubt by the issuance of short-terrn debt, 
which does not qualify as securities, or by 
disposition of the stock immediately after 
the transaction so that the control require- 
ment is not clearly met. However, if a tax- 
free transfer of a business or other assets 
to a corporation is desired, it is relatively 
easy of attainment. 

Making the transfer taxable may present 
more of a problem. 


One method is apparent in the revenue- 
ruling situation detailed above. There the 
incorporator did not try for a completely 
taxable transaction. It contributed the as- 
sets for stock and, in addition, took short- 
term notes with a face value equal to the 
appreciation in value. The notes, being 
short term, did not qualify as “securities” 
within the meaning of Section 351, but as 
“other property.” As a result, the gain on 
the transaction is recognized, but not in 
excess of the fair market value of this 
other property,” and the basis of the prop- 
erty contributed to the corporation is its 
basis to the contributor, increased by the 
amount of gain recognized to him.” 


There is some hazard in this method in 
the question of what type of debt of the 
purchaser does not constitute a “security.” 
In the above revenue ruling, notes with 
maturities of than four years were 
deemed not to be securities, while in other 
cases, five-year notes have been held to be 
securities.” Reliance on the boot provision 
may be hazardous if a long maturity on the 
obligation is desired. The use of a short- 
term note with extensions as it becomes 
due may solve this problem, only to make 


less 


18 1954 Code Sec, 351. 
% Royal Marcher, CCH Dec. 8887, 32 BTA 76 


(1935); Handbird Holding Corporation, CCH 
Dec. 8909, 32 BTA 238 (1935): W & K Holding 
Corporation, CCH Dec. 1¢.460, 38 BTA 830 
(1938). 

2 Rev. Rul. 55-36, 1955-1 CB 340. 
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more acute the “thin incorporation” prob- 
lem discussed later. 


Actual sales of the real estate have been 
used in other cases and resulted in a stepped-up 
basis either for later sale or depreciation. 


In Hollywood, Inc.™ the petitioner was 
formed with an authorized capital of 100 
shares issued equally for cash at $20 per 
share to two other corporations, Mercantile 
and Highway. Both Mercantile and High- 
way owned interests in real estate in Holly- 
wood, Florida, acquired by foreclosure, and 
in many respects their interests conflicted. 
The petitioner had been formed to acquire 
and liquidate the land interests. The land 
interests were transferred to the petitioner 
under an agreement providing for certain 
payments to Mercantile, then certain pay- 
ments to Highway. The petitioner pro- 
ceeded to dispose of the land interests and 
used as its cost in determining gain the 
amounts it was to pay Mercantile and High- 
way. The Commissioner claimed that the 
petitioner acquired the land in a tax-free 
exchange under 1939 Code Section 112(b) 
(5) and, thus, had to use its transferor’s 
basis. The court held the transaction to be 
a bona-fide sale, and that the petitioner was 
entitled to use the increased basis. 

There was no question of the agreement 
to make payments being a security; the 
problem was whether this agreement should 
be disregarded and the property considered 
as contributed. 

Sun Properties, Inc. v. U. S™® involved an 
even more difficult factual situation. There 
the petitioner was organized on August 
25, 1947, and three shares of its stock were 
issued to Henry Peacock and his nominees. 
On September 1, Peacock deeded two lots 
having a cost of $400 to the petitioner in 
exchange for its remaining seven shares of 
stock. On Septernber 15, Peacock sold to 
the petitioner a warehouse building for 
$125,000 payable at the rate of $4,000 semi- 
annually. There was no interest, no down 
payment and no mortgage. In 1948, 1949 
and 1950, the petitioner claimed depreciation 
based upon its purchase price for the prop- 
erty. The Commissioner the 
deduction, claiming that the transaction was 
tax free under 1939 Code Section 112(b) (5) 
and that the petitioner was entitled to use 


disallowed 


only its transferor’s basis. The district court 


2 1954 Code Sec#351(b). 

*2 1954 Code Sec. 362. 

23 Pan-American Trust Company, 
7487(M), 4 TCM 555 (1945). 

* CCH Dec. 16,230, 10 TC 175 
1948-1 CB 2. 

*% 55-1 ustc { 9261, 220 F. (2d) 171 (CA-5). 
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upheld the Commissioner, relying on rea- 
sous of tax avoidance being the only business 
purpose, thin incorporation and the trans- 
action not being at arm’s length, although 
$125,000 was found to be the fair market 
value of the warehouse. The circuit court 
reversed, finding no proof that the transfer 
of the warehouse was in fact a contribution 
to capital or intended as such, and holding 
that it was a bona-fide sale creating a debt, 
and that depreciation was allowable based 
on the purchase price.” 


There was no doubt here that the con- 
veyance of the warehouse to the corporation 
was part of the original plan, and yet the 
court recognized the sale as such. 

Sarkes Tarzian, Inc. v. U. S..™ is similar 
factually to Sun Properties, cited at foot- 
note 25. Sarkes Tarzian and his wife as 
partners were the owners of inventions 
which they had developed and on which 
patents had been applied for. Licenses had 
been granted on the inventions and were 
producing substantial income to the partner- 
ship. On September 1, 1949, the petitioner 
was formed with Sarkes and Mary Tarzian 
as its shareholders. On the same day, the 
petitioner and the partnership entered into 
five agreements, all consummated on the 
same day by which, among other things, 
the partnership transferred certain assets 
to the petitioner for stock and sold the 
patent applications for a consideration based 
upon the petitioner’s selling price of the 
product. In 1951, the petitioner and the 
partners amended the patent sale contract 
to provide a fixed purchase price of over 
$1,250,000 for the patents, and the petitioner 
thereafter claimed depreciation on the pat- 
ents on this basis. The Commissioner 
contended that the transaction was tax free 
under 1939 Code Section 112(b)(5) (1954 
Code Section 351), and the petitioner did 
not get a stepped-up basis for the patents. 
The court upheld the transaction as a bona- 
fide sale and allowed the increased depre- 
ciation. 


Both the Sun Properties case and the 
Sarkes Tarsian case are noteworthy because 
the assets put into the corporation for stock 
minor in value compared with the 
properties sold. Not only is this the ground- 
work for a thin incorporation 
deductions and tax pay- 


were 


charge of 


to deny interest 


ments on the sale ek, dividends, but 


it can also be the basis for an argument 





* The decision contains some general language 
as interesting as its result, to the effect that a 
tax-avoidance motive will not establish tax lia- 
bility unless the liability otherwise exists, and 
that a sale does not need a business purpose to 
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that the property ostensibly sold was actu- 
ally contributed, thus having a carry-over 
basis. 

Two other cases reaching similar results 
are less surprising because of the capital 
investment. 

In Ainslie Perrault ™ the petitioners, Ains- 
lie Perrault and his brother, Lewis, were 
members of a partnership which was li- 
censed under patents to make and rent 
line-traveling coating and wrapping ma- 
chines, the machines being used to coat and 
wrap pipe before it is put into the ground. 
The partnership had been engaged in this 
business since 1939. In 1947 they consulted 
an attorney with regard to problems which 
would arise in the event of their death, in 
liquidation of the partnership or in purchase 
of the interest of one by the other. They 
felt that it was no longer feasible from a 
tax standpoint to conduct their business as 
a partnership and that a corporation would 
be more advantageous. One of the prob- 
lems that disturbed them was a provision 
of the partnership agreement permitting the 
survivor of the two to buy the interest of 
the other at book value, although the busi- 
was worth considerably more. The 
attorney suggested the formation of a cor- 
poration and a sale of the assets to the 
corporation. He advised that this would 
result in capital gain to the petitioners 
which would, in part, be offset by an in- 
creased basis for depreciaion to the corpo- 
ration. In accordance with this advice, the 
corporation was formed on January 5, 1948, 
petitioners each subscribing for a $1,000 of 
stock. In addition, they transferred to the 
corporation rental contracts for the ma- 
chines and good will which they claimed 
was worth $600,000 and which the court 
found to be of “substantial value to the 
corporation to wit, several hundred 
thousand dollars.” At the same time, the 
petitioners sold to the corporation physical 
assets including land, buildings, inventory 
and equipment with a depreciated cost of 
about $500,000 for a total purchase price 
of over $1 million. The purchase price was 
to be paid in four installments. The peti- 
tioners reported the installments as received 
for the year 1948 (the year under considera- 
tion) as payments for the sale of the assets 
and reported tax at capital gain rates. The 
corporation in its return claimed a deduction 
for the interest paid on the purchase price 


ness 


be called a sale other than a purpose of grant- 
ing capital gain. 
56-2 ustc { 9702, 140 F. Supp. 863 (DC Ind.). 
*% CCH Dec. 21,370, 25 TC 439 (1955), acq., 
I. R. B. 1956-23, p. 6. 
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and for depreciation based on the purchase 
price of the The Commissioner 
sought to tax the payments to the indi- 
viduals as taxable dividends, to disallow the 
interest deduction to the corporation and 
to allow depreciation only on the trans- 
feror’s basis. The Commissioner’s position 
was that the transaction came within the 
provisions of 1939 Code Section 112(b)(5) 
(1954 Code Section 351), arguing in part 
that the debt-to-capital ratio, based on the 
$1 million purchase price, compared to the 
$2,000 capital stock was over 500 to 1. 
The court, however, held that the transac- 
tion was a bona-fide sale and did not come 
under the provisions of Section 112(b)(5). 
Emphasis was placed on the value of “sev- 
eral hundred thousand dollars” of the rental 
contracts and good will transferred to the 
corporation, which, according to the court, 
precluded any justification for applying the 
thin capitalization doctrine. The court fur- 
ther said: “So long as the Corporation was 
provided with adequate capital, as we have 
held it was, we know of no reason why the 
organizers of the Corporation could not 
sell other assets to the Corporation pro- 
viding the selling price was not out of line 
with realities.” The petitioners were en- 
titled to report the installment payments 
as sale proceeds at capital gain rates, and 
the corporation was allowed its deduction as 
claimed both for interest and depreciation. 


assets. 


The second case, W. H. Brown,” involved 
a father-son partnership engaged in the 
business of logging, milling and marketing 
of lumber and other wood products. 

In 1946 disagreement developed over 
whether there should be an expansion of 
In the fall of 1946, the presi- 
dent of a local bank urged them to incor- 
porate, and pursuant to that urging, they 
consulted counsel who recommended 
incorporation. The corporation was formed 
on December 30, 1946, with an authorized 
capital of $500,000. At the first meeting 
of shareholders on December 31, 1946, the 
partnership transferred to the corporation 
all of its assets in exchange for stock, ex- 
cept the logging and milling equipment 
which the father refused to transfer because 
he feared that expansion of the business 
would jeopardize the investment in this 
property. The book value of the transferred 
assets was about $360,000, and their fair 
market value about $450,000. The corpora- 
tion assumed all partnership liabilities total- 


the business. 


also 





2% CCH Dec. 21,972, 27 TC 27 
% 1954 Code Sec, 351. 
51 1954 Code Sec. 368(c). 
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ing about $180,000. On January 2, pursuant 
to advice of the lawyer, the partners sold 
the logging and milling assets to the cor- 
poration for $605,000, payable in ten equal 
annual installments with 4 per cent interest. 
This sale was on contract and title was 
reserved in the sellers until payment was 
completed. The book value of the assets 
was about $280,000. The corporation used 
the purchase price of the assets as its basis 
for depreciation, and the Commissioner 
took the position that there was no sale, 
but a tax-free exchange under 1939 Code 
Section 112(b)(5), and the corporation’s 
basis was equal to that of the transferor’s. 
The court held that the transaction was a 
bona-fide sale, and the corporation was en- 
titled to depreciate the assets using its cost 
as a basis. 

Although every purported “sale” is not 
so treated by the courts, these cases demon- 
strate that a taxable incorporation is possible 
by way of sale with resulting tax benefits. 
The use of a sale, thus creating debt, raises 
the specter of thin incorporation, however; 
and if the incorporation can be made taxable 
in another manner, this problem may be 
eliminated. 


One such alternative is by the prevention 
of the necessary control being in the trans- 
feror. A “tax-free” incorporation results 
if a person or transfer property 
to a corporation in exchange for stock 
or securities, and immediately after the 
exchange, that person or persons are in 
control of the corporation.” “Control” means 
the ownership of stock having at least 80 
per cent of the voting power and at least 
80 per cent of the total number of shares 
of all other classes of stock.” 


pers¢ ms 


Thus, if the corporation has 100 shares of 
voting common and 100 shares of nonvoting 
preferred, the transferor of the property 
could take all of the voting common stock 
and 79 per cent of the nonvoting preferred, 
issuing the balance of the preferred to an- 
other in exchange for services,” and the ex- 
change would not qualify as “tax free.” The 
preferred stock issued for services undoubt- 
edly will be ordinary income to the recipient, 

make this 
desirable, 


somewhat 
that 


which may program 
than 


person. 


less particularly to 


One other danger is present if a taxable 
transaction is had by way of boot or by ad- 
justing stock ownership. Jf the assets being 


* Stock issued for services is not considered 
as issued for property, thus the necessary con- 
trol would not be in the persons transferring 
property. 
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transferred to the corporation embrace a 
going business, either of these methods gives 
the Commissioner the opportunity of allocat- 
ing some or all of the value “step-up” to a 
nondepreciable asset, such as good will. In 
such an event, the transaction succeeds only 
in creating tax. 

There are advantages available in a tax- 
able incorporation, but they must be courted 
carefully, not rushed at headlong. 


CAPITALIZATION 


A second major decision is the capital 
structure of the newly formed corporation. 
To some extent this decision must depend 
upon the decision as to the tax-free or tax- 
able incorporation. A taxable transaction 
may require debt or more than one class of 
stock. But even if the incorporation is to 
be tax free, there may be advantages to a 
debt structure or to more than one class of 
stock. 

Some of the factors governing this deci- 
sion will have nothing to do with taxes. For 
example, a nonvoting stock may be desirable 
purely for purposes of retaining control in 
one group or another. However, if the cor- 
poration is to be organized in Illinois, all of 
its stock must have the right to vote,” so 
the control question will have to be settled 
either by choosing a different state of in- 
corporation or by having a high par value 
preferred which will have few votes per 
dollar of value or a low par value common 
with many votes per dollar of value, or a 
combination of the two. 

Aside from the many nontax considera- 
tions affecting the capitalization, those di- 
rectly with taxes will weigh 
heavily. 


concerned 


Preferred Stock 


A preferred stock can be very useful in 
many situations other than the control prob- 
lem already considered. One such situation 
is in the estate planning area. The fixed re- 
demption price makes for a more certain 
valuation for estate tax purposes.™ It pro- 





%Tilinois Constitution, Art. XI, Sec. 3; 32 
S-H Illinois Annotated Statutes, Sec. 157.14. 
*% Some may consider this a disadvantage, pre- 


ferring to take their chances of obtaining a 
low value on the common in a valuation dis- 
pute rather than have a floor on the value of 
the preferred which they have little chance of 
reducing. 

% 1954 Code Sec. 303. 

36 1954 Code Sec. 305. 

571954 Code Sec. 306, provides that if stock 
other than common stock is issued as a tax- 
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vides a convenient vehicle for redemption 
from an estate to obtain death-tax money ™ 
with minor or no disruption of voting con- 
trol. The existence of an outstanding pre- 
ferred stock which “soaks up value” is 
frequently helpful in obtaining a low value 
on the common stock in an estate. A pre- 
ferred stock is frequently useful as a means 
of making charitable gifts without disrupt- 
ing control. It can also be used as the 
corpus of trusts without introducing a cor- 
porate trustee as a voting “partner” in the 
business. As the subject of gifts, whether 
or not in trust, it can provide dividend in- 
come to the donees without the necessity of 
dividends at the same time to the owners 
of the common. 


For any one of the above uses of the pre- 
ferred stock it makes little difference whether 
it is issued at the time of incorporation or 
is issued later when the specific need for it 
arises. The later issuance can be as a tax- 
free stock dividend,” and the “cost” is thus 
no greater than if that stock had been issued 
at incorporation. The fact that the preferred 
stock so issued will be so-called “hot 
stock” ™ is unimportant. Either the enumer- 
ated uses will not result in gain or the hot- 
stock taint has been removed by reason of 
death.* 

However, if the preferred stock is Section 
306 stock when issued, the sale by the one 
who received it as a dividend or by his 
donee of less than all of the stock owned 
by that shareholder in the corporation, or a 
redemption which does not completely termi- 
nate the shareholder’s interest in the corpo- 
ration, may result in ordinary income to the 
shareholder. In the case of a sale, the 
proceeds will be treated as ordinary income 
to the extent that a dividend would have 
been received if money rather than the 
stock had been distributed in the first in- 
stance. In the case of redemption, the 
amount received will be treated as a dividend 
to the cxtent of corporate earnings and 
profits at the time of redemption. A redemp- 
tion of Section 306 stock cannot qualify as 
capital gain under either Section 302(b)(1) 
or Section 302(b)(2). 





free dividend under Sec. 305 (or in a reorgani- 
zation, the effect of which is substantially the 
same as a stock dividend), its disposition or 
redemption (except in complete termination of 
the disposing shareholder's interest), any gain 
may be treated as ordinary income to the 
shareholder. 

% Generally any disposition of Sec. 306 stock 
in which the recipient obtains a new basis in- 
stead of keeping the basis of the original holder 
removes the hot-stock taint. 


TAXES —The Tax Magazine 





Preferred stock may be issued at the time 
of incorporation, however, without the hot- 
stock stigma. It niay then be the subject of 
sales to third parties at capital gain rates 
or redemptions by the corporation which 
can be qualified as not substantially equiva- 
lent to a dividend under Section 302(b)(1)®” 
or as substantially disproportionate under 
Section 302(b) (2). 


Inasmuch as incorporation may be the last 
chance to get preferred stock that is not 
“hot stock,” it should be given serious and 
thorough consideration. 


Debt 


Even though preferred stock issued at the 
time of incorporation has many advantages 
over incorporating solely for common, the 
issuance of debt for property results in still 
more advantages. 

The interest payments on the debt are 
deductions to the corporation, whereas divi- 
dends on the preferred stock are not. Re- 
demption of preferred stock as a means of 
getting money out of the corporation must 
qualify under Section 302 to avoid dividend 
treatment (a difficult job if the stockholder 
also owns common stock), but payment of 
the debt will draw money out of the corpo- 
ration without the necessity of compliance 
with such hypertechnical rules. A loss from 
a debt will be either an ordinary loss or a 
short-term capital loss, whereas a loss from 
capital stock will be long-term capital loss 
if held over six months. 

Even more so than in the case of preferred 
stock, incorporation may be the last chance 
to issue debt without tax. Preferred stock 
can be issued any time as a stock dividend 
without any tax, either at ordinary or capital 
gain rates, at the time of the issuance, any 
such tax being deferred until disposition of 
that stock. However, issuance of debt on or 
in exchange for equity is certainly taxable 
at the time of issuance.” If the incorporators 
want debt, they had best get it at incorpo- 
ration, 

As has been previously noted, the type of 
debt used may be the governing factor in 
determining whether the incorporation is 
tax free or partially taxable. The line be- 





%® One of the very few situations which the 
Internal Revenue Service recognizes as coming 
within the scope of Sec. 302(b)(1) is the redemp- 


tion of stock from one who owns only 
ferred and, thus, could not possibly 
under Sec. 302(b) (2). 

1954 Code Sec. 354(a) (2). 

“1 See footnote 23. 

*2 See footnote 15. 
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tween securities, which can be issued tax 
free, and boot, which will result in tax, con- 
tinues to be a fine one. Although it must 
be drawn, unfortunately it is not possible 
to set forth with certainty the guides for its 
precise location. The courts have held five- 
year notes to be securities,” while the Com- 
missioner has ruled that maturities not in 
excess of four years are not securities.” It 
would seem that this bracketing of the 
target would at least define the area of 
doubt, even though it does not precisely 
pinpoint the objective. However, the borders 
of the doubtful area are no more cleanly 
defined than is the primary line of demarca- 
tion itself. An old ruling,“ for example, 
held that debenture, notes due three months 
after issuance were securities, and a case 
held that five-year notes were not securi- 
ties.“ This lack of precision will undoubtedly 
continue making the choice of a maturity 
that falls just on one or the other side of 
the line a calculated risk. 


The use of debt of any kind immediately 
raises the unwelcome specter of the “thin 
incorporation.” This phrase has become an- 
other bogeyman with which to frighten tax- 
payers and practitioners alike. It threatens 
to take its place with such other ghostly 
apparitions as “business purpose,” “Clifford,” 
“family partnership,” “Court Holding,” “pre- 
ferred stock bail-out” and “Section 102,” to 
mention a few of the more horrendous. 

Thin incorporation as such has really 
been a part of the scene only since 1954. 
Prior to that time there were numerous 
cases“ in which purported debt was held 
not to be true debt but capital investment, 
on the basis that the security, although 
labeled “debt,” actually had all the earmarks 
of preferred stock. These hybrid securities 
provided for interest, but only if there were 
earnings; repayment of principal was sub- 
ordinated to the claims of other creditors; 
there was lack of a fixed maturity date; and 
other indicia of stock instead of debt. 

Prior to 1954 only a few cases had given 
hint of the avalanche to come. In 1946 the 
Supreme Court, in John Kelley Company v. 
Commissioner,” one of the hybrid security 
cases, said “we need not consider the effect 
of extreme situations such as nominal stock 


* G. C. M. 3291, VII-1 CB 203. 

* Neville Coke & Chemical Company v. Com- 
missioner, 45-1 ustc { 9233, 148 F. (2d) 599 
(CCA-3). 

* See, for example, the companion cases of 
John Kelley Company v. Commissioner. and 
Talbot Mills v. Commissioner, 46-1 ustc { 9133, 
326 U. S. 521. 

“ Cited at footnote 45. 


935 





investments and an obviously excessive debt 
structure.” Whether this statement or some 
other apparently innocuous dictum was the 
key that opened Pandora’s box is interesting 
but fruitless speculation. It was open. In 
the next eight years, three cases “ (and pos- 
sibly more) set the pattern of what was to 
follow, by looking to the amount of debt 
held pro rata by shareholders and denying 
it the character of debt. Since 1954 there 
have been dozens of cases following these 
and similar principles to firmly establish the 
thin incorporation doctrine, and numerous 
articles have been written studying the new 
doctrine from all angles.“ 


If for one or all of a number of reasons, 
what purports to be debt is not bona-fide 
debt, then some, but by no means all, of 
the results are clear. 


Payments of “interest” on the debt are 
actually distributions to shareholders. The 
corporation is denied its interest deduction, 
and if it has earnings and profits, the stock- 
holders have dividend income. Although 
the shareholder as such may be better off 
with dividend income because of the divi- 
dend exclusion” and dividend credit™ to 
which he is entitled, these will by no means 
offset the tax cost of the deduction denied 
the corporation. 


More drastic than the interest denial is 
the effect of payment of “debt principal.” 
These payments are also treated as dis- 
tributions, taxable as dividends if the corpo- 
ration has earnings and profits. Instead of 
the shareholder drawing tax-free money 
from the company, he is faced with tax on 
ordinary income at what may be nearly 
maximum rates if a large part of the “debt” 
is repaid. 

The treatment of debt as being stock has 
left open more questions than it has an- 
swered. If the debt is not debt, is it 
necessarily stock? If so, on what basis? Is 
it to be treated as if it is the same as an 
existing issue of stock and converted into 
that stock on a dollar-for-dollar basis based 
on par value? What if there are two classes 
of stock—into which one is it converted? 
Or is it a separate class of stock—and then 
what is the basis of conversion? 


Agreeing that it is not debt, how can it 
be completely retired with any assurance of 


“For example, Isidore Dobkin, CCH Dec. 
17,767, 15 TC 31 (1950), aff'd, 51-2 ustrc { 9509, 
192 F. (2d) 392 (CA-2); George L. Sogg, CCH 
Dec. 17,919(M), 9 TCM 927, aff'd, 52-1 vustc 
{ 9220, 194 F. (2d) 540 (CA-6); Sam Schnitzer, 
CCH Dec. 17,094, 13 TC 43 (1949). 

*See Note, “Thin Capitalization and Tax 
Avoidance,’’ 55 Columbia Law Review 1054 
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a substantially disproportionate redemption 
and capital gain treatment? If payment of 
principal constitutes a dividend distribution, 
what happens to the basis? Does it attach 
to the actual stock which is retained? 


It obviously behooves one not to have a 
thin incorporation. Although it has been 
suggested that the penalty for being “thin” 
is no greater than if stock had been issued 
originally and, thus, debt can be tried with- 
out detriment, the above listing of unan- 
swered questions effectively disposes of this 
suggestion. At least with stock known to 
be stock there exists certainty of treatment, 
at least in some areas. 


Desirable as it may be to avoid being 
“thin,” the tests of what constitutes thinness 
are so vague as to be of little help. The 
Supreme Court’s basic test of nominal stock 
investment and excessive debt structure has 
never been precisely defined, as indeed it 
cannot be. Such a comparison is not an 
absolute. It is relative, and the norm will 
certainly change from industry to industry, 
if in fact there can be a norm within an 
industry. 


The courts look to a number of factors 
in their attempt to determine whether debt 
is debt. For example, the Tax Court opinion 
in John Kelley Company™ indicates some 12 
matters to be considered. Of these the 
most frequently cited are the debt-equity 
ratio, the purpose for which the funds are 
used, the proportionality of advances to 
stock holdings, whether outside parties would 
make the loans, and a fixed and not unduly 
postponed maturity date. 


The concept of thin incorporation em- 
braces only the ratio of debt to equity. If a 
corporation has an excessively top-heavy 
debt structure, it is thin. This factor stand- 
ing alone, if sufficiently extreme, will un- 
doubtedly cause the debt to be regarded as 
invalid, as in Isidore Dobkin™ with a 14-to-1 
ratio and George L. Sogg™ with a 35-to-1 
ratio. However, it is only one factor in the 
consideration of whether the debt is valid, 
and consequently a “safe” debt-stock ratio, 
if one there be, cannot be relied upon to 
preserve the debt status. 


Whether there exists a safe debt-stock 
ratio is open to doubt. The Tax Court has 
recognized debt as valid on a 4-to-1 debt- 


(1955); Bittker, ‘‘Thin Capitalization: Some 
Current Questions,’’ 34 TAXEs 830 (December, 
1956). 

*# 1954 Code Sec. 116. 

% 1954 Code Sec. 34. 

51 CCH Dec. 12,931, 1 TC 457. 

% Cited at footnote 47. 

58 Cited at footnote 47. 
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to-equity ratio.“ Yet in Benjamin D. Gilbert,” 
the court held the debt invalid on a 
2.19-to-1 ratio. This decision is not to 
say that such a ratio is thin; instead it 
emphasizes the importance of the other 
factors. The Commissioner has acquiesced 
in a situation involving a 3%4-to-1 ratio,” 
indicating that in the absence of other detri- 
mental factors, such a ratio probably will 
not be challenged. The Tax Court has dis- 
allowed debt when it was 7-to-1 over stock,” 
but the circuit court has allowed it when 
the ratio was about 14-to-1.* 


The determination of the debt-stock ratio 
is undoubtedly based upon fair market 
values rather than book values.” In Ainslie 
Perrault,” the Commissioner contended for 
thin incorporation based on a 500-to-1 
debt-equity ratio by comparing the $1 mil- 
lion purchased contract for some assets 
with the $2,000 par value of stock issued 
for other assets. The court, however, re- 
fused the par value approach and pointed 
to a value of “several hundred thousand 
dollars” for the property contributed for 
stock. A most unusual use of fair market 
value was used in Miller Estate v. Commis- 
sioner." The corporation was formed for 
$1,050 in cash paid in for stock. The in- 
corporators then loaned it $50,000 on a 
promissory note and sold it assets of a 
long-established business with a net value 
of $124,571.26, also for notes—a total debt of 
$174,571.26 and stock of $1,050, apparently 
a debt-stock ratio of 174-to-l1. The Tax 
Court held the debt invalid, referring to this 
ratio. In reversing the Tax Court, the cir- 
cuit court pointed to a value of $100,000 for 
the capital stock as determined for estate 
tax purposes a year after incorporation, 
despite the fact that apparently all that 
went into the corporation for the stock was 
$1,050 in cash. 


Although there is some indication that 
“thinness” may be reduced to a mathe- 
matical formula, such is not the case with 
the other factors entering into the recogni- 
tion of the debt as such. One judicial trend 
is apparently toward the view that if the 


debt is created to acquire assets needed to 

% Charles Schaefer & Son, Inc., CCH Dec. 
17,964(M), 9 TCM 1085 (1950) 

3°CCH Dec. 21,781(M), 15 TCM 688. On ap- 
peal (57-2 vustc { 9929), the Second Circuit 
reversed and remanded this case, not under- 
standing the Tax Court’s reasons for its deci- 
sion, Judge Waterman in his concurring opinion 
points out that the ‘‘thin incorporation’’ stand- 
ard is of no value with such a ratio. 

% Ruspyn Corporation, CCH Dec. 19,112, 18 
TC 769, acq., 1952-2 CB 3. 
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get the business under way, it indicates an 
intent to permanently dedicate the advances 
to the business." The Tax Court relied 
heavily on this point in the Miller® case, 
saying: 

“The contributions which petitioner con- 
tends created an indebtedness constituted 
substantially everything the corporation owned 

. and which it required in order to com- 
mence doing business and to remain in 
business. It was at all times intended that 
the value of such contributions should re- 
main indefinitely at the risk of the going 
business as part of its permanent capital 
structure. To be sure, the partners un- 
doubtedly expected, as contended by peti- 
tioner, earnings to be sufficiently high that 
in a relatively short time they would be 
able to withdraw sums approximating in 
amount their original capital investment 
without impairing necessary capital; and 
subsequent events seem to prove this ex- 
pectation to have been justified. This, 
however, does not alter the fact that every- 
thing transferred to the corporation in May 
and June of 1946 was intended to remain 
therein as part of its permanent capital struc- 
ture; only surplus earnings, to be subse- 
quently acquired as a result of successful 
operations of the business, were in fact in- 
tended to be withdrawn.” 


This theory completely escapes comment 
in the reversing opinion. Even the United 
States Court of Appeals for the Fifth Cir- 
cuit used this sweeping language in the 
Rowan™ case: 


“But the court also recognizes that, en- 
tirely without reference to the incidence of 
taxes stockholders of corporations have al- 
ways been free to commit to corporate 
operations such capital as they choose and 
to lend such additional amounts as they may 
elect to assist in the operation if that is 
their true intent, always thus reserving the 
right to share with other creditors a dis- 
tribution of assets if the enterprise fails. 
It would obviously work an unwarranted 
interference by the courts in ordinary and 
perfectly proper business procedures for us 
to say that there can be established, as a 


5% Erard A. Matthiessen, CCH Dec. 18,220, 16 
TC 781, aff'd, 52-1 ustc { 9201, 194 F. (2d) 659. 

8 Rowan v. U. 8., 55-1 ustrc § 9188, 219 F. (2d) 
51 (CA-5). 

%® Kraft Foods Company v. Commissioner, 56-1 
ustc { 9428, 232 F. (2d) 118 (CA-2). 

© Cited at footnote 28. 

* CCH Dec. 21,196, 24 TC 923, 57-1 
{ 9277, 239 F’. (2d) 729 (CA-9, 1956). 

*% Sam Schnitzer, cited at footnote 47. 

*® Cited at footnote 61. 

* Cited at footnote 58. 
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matter of hindsight, a ratio of stockholder 
owned debt to the capital of the debtor cor- 
poration. No stockholder could safely ad- 
vance money to strengthen the faltering 
steps of his corporation (which, of course, 
may be greatly to the benefit of other 
creditors) if he is faced with the danger of 
having the Commissioner, with the backing 
of the courts, say, ‘he had no right to launch 
a corporate business without investing in 
it all the money it needed, and investing it 
in the way that is most disadvantageous to 
himself, both as relates to taxation and as to 
other creditors’.” 


It carefully pointed out that the advances 
were for working capital, not the purchase 
of assets. In W. H. Brown,” the debt created 
for an asset purchase was valid, the court 
noting that even without the assets pur- 
chased, the corporation could have engaged 
in a different business with the assets con- 
tributed for stock. 


One other factor deserves comment, and 
that is the question of whether the so-called 
creditor is acting like one. In Gooding 
Amusement Company,” both the Tax Court 
and the circuit court relied heavily on the 
fact that the shareholders did not insist 
upon payment of the debt as it became due 
as evidence that there was no intention to 
ever enforce payment and, thus, the debt 
was not true debt. In the Miller case," the 
court of appeals carefully pointed to the 
fact of payment on the debt to distinguish 
that case from Gooding Amusement. The 
Tax Court in its decision in Kraft Foods 
Company v. Commissioner,* in considering 
whether a parent’s advance to a subsidiary 
was really debt, made considerable point of 
the argument that the parent’s payment of 
mutual overhead expense with only a book 
charge to the subsidiary was not the type of 
“a debt whose nonpayment leads to fore- 
closure or attachment and execution,” and, 
thus, the amounts were really capital. Al- 
though the case was reversed on appeal, the 
Tax Court’s approach is undoubtedly not 
dead. 


This requirement that if a stockholder 
also wants to be a creditor he must make 
noises like oné, may cause grave concern. 
Two separate instances have recently come 
to this writer’s attention wherein examining 
agents of the Internal Revenue Service have 





® Cited at footnote 29. 

* CCH Dec. 20,861, 23 TC 408 (1954), 
56-1 ustrc J 9808, (CA-6). 

** Cited at footnote 61. 

*® CCH Dec. 20,121, 21 TC 513, 
ustc {| 9428, 232 F. (2d) 118 (CA-2). 
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taken the position in reliance upon Gooding 
Amusement, that if debt owing to a share- 
holder is not paid when due, that fact alone 
will turn it into capital. This is, of course, 
an unwarrantedly extreme position and 
would require a stockholder-creditor to be 
less lenient with his company than would 
be an outside creditor. 


All of the factors relied upon by the 
courts are basically nothing more than in- 
dicia of normalcy, an indication that debt 
is truly debt even though running to a stock- 
holder. They are standards of comparison 
to determine whether the same debt would 
be possible in an arm’s-length transaction 
with an outside creditor. The only conclu- 
sion that can be reached from the various 
cases is that the only test of whether debt is 
the reasonable intention of the parties drawn 
from all of the various circumstances. As 
Judge Medina apparently wishes to state 
the test, is it debt as “a matter of substantial 
economic reality?” As long as the Tax 
Court retains its penchant of substituting its 
own business judgment for that of the busi- 
nessman, a stockholder who wishes also to 
be a creditor must act in that capacity as 
objectively as possible. Fortunately, as indi- 
cated by the Rowan case, at least some of 
the circuit courts still feel that stockholders 
should be free to determine how much capi- 
tal should be committed to an enterprise. 


It has been suggested that one method 
of avoiding the disallowance of debt is 
through the corporation borrowing from 
outsiders with its stockholders acting as 
guarantors of the debt. Whatever the value 
of this procedure in a situation involving 
dollar advances, it is obviously useless if 
assets are to be sold to the corporation on 
contract, as in Ainslie Perrault” or W. H. 
Brown.” 


In a case involving dollar advances, the 
use of a guaranty situation at least has the 
advantage of eliminating from consideration 
many of the factors which adversely influ- 
ence the courts. If a bank is loaning the 
money, even with a guaranty, it is going to 
insist upon a fixed maturity either of short 
duration or amply secured by a mortgage 
on fixed assets; it is not going to agree to 
subordination of the debt; and it is going to 
enforce its obligation first against the cor- 
poration. Although the debt may be ex- 


® Gilbert v. Commissioner, 57-2 ustc { 9929 
(CA-2). 

%” Cited at footnote 28. 

™ Cited at footnote 29. 
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tended by renewals, there is an objective 
appraisal of the renewal. In short, in a 
guaranty situation with a bank as creditor, 
it is going to make noises like a creditor, 
and willy-nilly the stockholder-creditor will 
echo those noises. The debt will have the 
attributes of a debt. 

The guaranty situation thus may leave 
thin incorporation, that is, a top-heavy debt 
structure, as the sole issue to be considered 
in determining the validity of the debt. This, 
in turn, squarely raises the question of 
what a top-heavy debt structure is in any 
particular situation and will it, standing 
alone, be denied the status of debt. 


Neither of these questions can be categori- 
cally answered, which is not to say that the 
Internal Revenue Service will not try. The 
argument will undoubtedly be that despite 
form, the fact that the debt is guaranteed 
indicates that the loan would not have been 
made to the corporation without the guar- 
anty and is, thus, actually a loan by the bank 
to the guarantying stockholder and by him 
to the corporation. Yet this argument 
proves too much. Guaranties are required 
by banks in situations where the debt-equity 
ratio would not be considered thin on a 
direct loan, so the fact of the guaranty in 
and of itself should not be conclusive. 

One primary point remains. As yet “thin- 
ness” per se is not tax-evil, although every 
attempt is being made to make it so. The 
mere fact of large-debt-small-capital does 
not automatically cancel the debt. The 
courts (at least the courts of appeals) still 
base their decisions on whether the debt is 
intended to be debt rather than risk capital 
and still recognize the right of the taxpayer 
to make that decision.” “Thinness” is 
merely one factor to be considered in de- 
termining that intent. If the debt is owing 
to an outside creditor, even though the 
stockholder stands behind it, the intent that 
it be debt and repaid and not permanently 
dedicated as risk capital seems overwhelm- 
ing despite the ratio. 


The use of debt should not be overlooked 
or hastily ignored because of the chain 
rattling of thin incorporation. Its use may 
be beneficial; its use is legitimate; it should 
be used wisely. 


HOW MANY CORPORATIONS? 


decision that 
incorporation to 


may have to be 
obtain certain 


Another 
made at 


benefits is whether the existing assets and 
business should all be put in one corporation 
or in a number of corporations. The deci- 
sion at the time of incorporation will not 
necessarily be binding if other assets or 
businesses are acquired later, but as to the 
assets on hand at the time of incorporation, 
then may be the last chance. 


Aside from nontax considerations, multiple 
corporations can provide certain definite 
tax advantages. 


If all of the assets of a business are put 
into one corporation, that corporation will 
be allowed one surtax exemption“ and one 
accumulated earnings credit.“ The surtax 
exemption taxes the first $25,000 of corpo- 
rate profits at 30 per cent instead of 52 per 
cent, resulting in a $5,500 tax saving. The 
accumulated earnings credit permits a cor- 
poration to accumulate up to $60,000 of 
profits without having to justify the need 
for such accumulation to avoid the penalty 
tax.” 


If the income-producing assets of a busi- 
ness are put into two corporations instead 
of one, over-all taxes are immediately and 
automatically reduced by $5,500 per year. 
Each additional corporation produces an 
additiona! $5,500 tax saving. Similarly, each 
additional corporation permits of an addi- 
tional $60,000 income accumulation without 
fear of penalty tax. 


If all of the assets of a business are put 
into one corporation at the outset, the 
possibility of later splitting those assets into 
a number of corporations and obtaining the 
additional surtax exemptions is not great. 
There is, of course, no difficulty in putting 
the assets into the separate corporations. 
These transfers can be accomplished with- 
out tax under Section 351 of the Code. But 
for the new corporations to obtain the 
surtax exemption or accumulated earnings 
credit, they must prove “by a clear pre- 
ponderance of the evidence” (whatever that 
may mean) that the securing of the exemp- 
tion or credit was not @ major purpose of 
the transfer.” 

The requirement that the tax advantage 
is not @ major purpose may be difficult to 
meet. To date there is little indication of 
what constitutes “a major purpose.” The 
Commissioner has taken the position that 
the presence of a valid business purpose 
sufficient to qualify a split-up as a reor- 








2 Rowan v. U. S., cited at footnote 58; Miller 
Estate v. Commissioner, cited at footnote 61; 
Gilbert v. Commissioner, cited at footnote 69. 
3 1954 Code Sec. 11(c). 
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ganization under Section 368 does not 
preclude the tax saving resulting from the 
additional surtax exemption from being a 
major purpose.” The Commissioner was 
sustained in his only attempt to date to 
apply Section 1551," although when he had 
to rely on Section 129 of the 1939 Code™ 
which required tax reduction through secur- 
ing an additional exemption to be the prin- 
cipal purpose. His lack of success was 
notorious where a business purpose for the 
split-up was shown.” 

If more than one corporation is created in 
the first instance, however, apparently none 
of the above difficulties exists. Section 1551 
applies by its terms only to a transfer by 
one corporation to another corporation and, 
thus, should have no application to a transfer 
by an individual to a corporation. As far 
as reported decisions are concerned, the 
Commissioner has never attempted to apply 
Section 269 or its predecessors to an original 
incorporation. 


Thus, a manufacturing business may well 
consider putting its fixed assets in one com- 
pany, its manufacturing function in a second 
and its selling function in still a third. If 
the business has more than one manufac- 
turing location, separate corporations for 
each function at each location are not out of 
the question. Such an arrangement is also 
useful in a retail operation with a separate 
corporation for each store.” 

Similar divisions are possible in a real 
estate development business. The real es- 
tate can be in one corporation, the construc- 
tion in a second, and the selling in a third. 
Again it may even be feasible to use this 
type of arrangement for each separate 
development. 


Of equal, if not greater, benefit from the 
multiple corporation is the disposition of a 
part of the over-all business or a withdraw- 
ing of part of the proceeds of the business 
at a minimum of tax. 


If a business is all in one corporation and 
part of its assets no longer are needed in 
the business, it may be difficult to withdraw 
them or the proceeds of their sale without 
the danger of dividend treatment to the 
stockholders. For example, if a manufactur- 
ing business should decide to dispose of its 


™ Regs. Sec. 1.1551-1(e). 

% Coastal Oil Storage Company, CCH Dec. 
21,652, 25 TC 1304 (1956). 

™ 1954 Code Sec. 269. 

%® Alcorn Wholesale Company, CCH Dec. 
18,034, 16 TC 75 (1951); Berland’s, Inc., of 
South Bend, CCH Dec. 18,057, 16 TC 182 (1951). 

S| Berland’s, Inc., of South Bend, cited at 
footnote 80. 
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The time of incorporation presents 
a never-again-to-be-had opportunity 
to plan for tax effects. 


real property and thereafter to rent a plant, 
the proceeds of the plant disposition, even 
though not needed in the business, probably 
cannot be withdrawn except as a dividend. 
If distributed pro rata to shareholders, even 
in redemption of stock, the distribution will 
undoubtedly not qualify under any of the 
technical provisions of Section 302 for capi- 
tal gain treatment. The only other basis 
for capital gain treatment would be a partial 
liquidation under Section 346. Qualification 
under this section, however, is limited to 
the distribution of the assets (or proceeds 
of their sale) of a separate business con- 
ducted for five years, or the result of a 
genuine business contraction. The sug- 
gested situation certainly will not qualify 
as a separate business“ and probably will 
not qualify as a business contraction. Even 
if a distribution at capital gain treatment 
were possible, there would be two taxes, one 
as a result of the sale by the corporation and 
the other upon distribution. 

If the building had been in a separate 
corporation, the entire corporation could be 
liquidated, thus putting the proceeds of sale 
into the hands of stockholders at capital 
gain rates without the necessity of compli- 
ance with either Section 302 or Section 346. 
In addition, if the corporate liquidation 
comes before sale, there will only be one 
tax instead of two.” 


These advantages of multiple corporations 
are even more apparent in real estate de- 
velopment corporations. In such a business, 
each project is generally economically com- 
plete within itself. A home building project 
on one tract of land is a unit that has no 
necessary connection with a similar project 
on another tract. Yet if conducted by a 
single corporation, they may well not be 
treated as separate businesses, thus prevent- 
ing the distribution of the proceeds of sale 
of the first project in partial liquidation.” 


A separate corporation for each develop- 
ment area or even for each new tract of 
land in the same area, as it is dedicated to 
the business is not unreasonable. Wholly 


* ‘‘Active business’’ for purposes of Sec. 346 
has the same meaning as for Sec. 355, Regs. 
Sec. 1.346-1(c). 

1954 Code Sec. 337. 

“It is interesting to note that although Regs. 
Sec. 1.355-1(c) gives 16 examples dealing with 
the question of separate business, there is no 
mention of the real estate development situa- 
tion. 


TAXES —The Tax Magazine 





apart from tax considerations, there is the 
very cogent business purpose of not sub- 
jecting all of the profits of a successful, 
completed tract to a new venture which 
may be unsuccessful. 

Each such corporation will of course be 
subject to the collapsible corporation provi- 
sions,” so that the corporation will have to 
realize a substantial part of the taxable in- 
come to be derived from the property to 
insure capital gain on liquidation. Yet even 
here separate corporations also serve a 
legitimate purpose in isolating investment 
real estate from that held primarily for sale. 

There are, of course, disadvantages in the 
multiple corporation setup. They provide a 
happy hunting ground for adjustments of 
transactions between them under the Com- 
missioner’s power to allocate income and 
deductions between related taxpayers if nec- 
essary to prevent evasion of taxes or clearly 
reflect income.” Application of these provi- 
sions are restricted to insuring arm’s-length 
treatment between the corporations and 
cannot be used to disregard the existence 
of the separate entities.” 

A second disadvantage lies in the inability 
to offset the losses of one of the ventures 
against the profits of another. Until recently 
this was not a major worry because of the 
possibility of putting a new venture into an 
existing loss corporation. In view of: the 
Supreme Court’s recent decision ™ in which 
“business,” amorphous as that term is, not 
“taxpayer” appears to be the test of use of 
loss, there is considerable doubt in this area. 

Despite the dangers, a judicious use of 
multiple corporations can be of great value. 


DISSIPATION COVER-UP 


A report on excise tax collections 
for fiscal 1957 shows that while Ameri- 
cans spent more for alcoholic bever- 
ages in that year than the preceding 
one, perhaps they didn’t show the ef- 
fects as much, 

While total alcohol taxes for fiscal 
1957 amounted to $2,973 million (up 
about $53 million from 1956), tax col- 
lections from cosmetics (toilet prepa- 
rations, etc.) jumped from $83,776,000 
to $92,868,000 (up $9 million). 

Increased cigarette smoking in 1957 
more than offset a reduction in reve- 
nue from cigars and other tobacco 

55 1954 Code Sec. 341. 
86 1954 Code Sec. 482. 


% Seminole Flavor Company, CCH Dec. 14,511, 
4 TC 1215 (1945); Chelsea Products, Inc., CCH 
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RETENTION OF ASSETS 


A corollary of multiple corporation, to 
be used either with or in place of: it, is the 
retention in individual ownership of some 
of the business assets instead of putting 
them all in the corporation. As noted previ- 
ously, generally the assets can always be 
put into the corporation tax free if later 
events prove that individual retention is not 
working out. But once the assets are in the 
corporation, a change of mind generally can 
be acted upon only at a tax cost. 


The retention of property that can be 
rented to the corporation can be a useful 
means of providing a steady income to one 
shareholder without declaring dividends that 
would have to go to all shareholders pos- 
sibly when the corporation can ill afford to 
pay them. 

If a tax-free incorporation is dictated and 
the basis of the property does not approach 
its value, it may be advantageous for the 
corporation to pay a reasonable rent rather 
than have only a small depreciation deduc- 
tion that will not provide a fund to replace 
the assets. 

If assets are retained by individual share- 
holders, care should be taken that the rent 
for them is paid within 2% months after 
the close of the fiscal year so that the corpo- 
ration will not lose its deduction.” 

The time of 
never-again-to-be-had 
for tax effects. 


incorporation presents a 
opportunity to plan 
It is seldom enough that 
the taxpayer gets the chance; it should not 


be ignored. [The End] 


Altogether, tobacco 
brought somewhat more than 
million additional into the 
treasury in 1957 than in 1956. 
The Highway Revenue Act of 1956 
brought about a big jump in revenue 
from gasoline, tires, and trucks and 
busses. Gasoline taxes rose nearly 
$400 million dollars. Tires, tubes and 
tread rubber brought in nearly $73 
million additional and automobile trucks 
and busses about $10 million more. 


Total excise tax collections rose 
from $10,004 million in 1956 to $10,638 
million in 1957. 


products. taxes 


$60 
federal 





Dec. 18,240, 16 TC 840 (1951), aff'd, 52-2 ustc 
{ 9370, 197 F. (2d) 620 (CA-3). 
% Libson Shops v. Koehler, 57-1 ustc { 9691. 
8° 1954 Code Sec. 267. 
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Purchase and Sale of Corporate Businesses: 
Tax Opportunities and Pitfalls 


By RICHARD H. LEVIN 


The author is a member of the 
law firm of D'Ancona, Pflaum, Wyatt 
and Riskind, Chicago. 


SHALL DISCUSS a number of special 

problems and possibilities which I think 
are not the most obvious and which have 
come up repeatedly in the planning of pur- 
chases and sales of corporate businesses in 
my firm. 

First, you all know the basic tax ques- 
tions in the transfer of a corporate business: 
Is it an “asset deal” or a “stock deal,” so- 
called? Is it taxable or tax free? Let us 
explore some of the opportunities and pit- 
falls arising from the answers to these two 
questions. 

In an asset deal, the selling corporation 
receives the proceeds, and the buyer does 
not succeed to the entire corporate person- 
ality. What of it, taxwise? For example, 
the seller’s basis for the assets is often larger 
than its stockholders’ basis for the stock 
(for instance, because of accumulated prof- 
its). The difference in bases would not be 
taxed on an asset deal, even if it is a sale 
for cash. Then what? The corporation 
might retain the proceeds and invest them 
until deaths of stockholders step up the base 
of the stock, and there is never any income 
tax on the difference; or some young or 
minority stockholders might be bought out, 
and the oldsters (or majority) left in—a fair 
compromise. In this connection, be careful 
that the buy-out is in a lump or in some 
other fashion so that the selling stockhold- 
ers do not receive a dividend under Section 
302. Within a family, watch out for attribu- 
tion of ownership under Sections 318(a) and 
302(c)(2), especially in connection with 
trusts and continuing employment contracts. 
The retained proceeds of the sale might be 
invested by the corporation and yield a re- 
turn on what is sometimes called the “gov- 
ernment’s money.” 
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But this brings up problems. The selling 
corporation often has the problem of accu- 
mulated earnings under Section 531 (1939 
Code Section 102). This should be consid- 
ered in three areas, that is, prior years, the 
year of sale and future years. 


For prior years, there has been much de- 
bate as to whether the sale hurts or helps 
the taxpayer’s position, and, of course, this 
depends upon the detailed facts. For exam- 
ple, if the reason for the sale is because the 
future of the business seems bleak, you will 
probably not worry too much about a Sec- 
tion 531 problem. But in the common case 
of ample current assets and good prospects, 
the seller’s basic purpose is to reduce oper- 
ating assets to cash or investments, and the 
buyer will normally operate the business 
with a reduced working capital. This ob- 
viously accentuates the seller’s problem. I 
do not know that an immediate liquidation 
of the selling corporation helps on this prob- 
lem, but I find that I have an impulse in 
that direction. 


As to the current year, a cash sale of as- 
sets often leaves an indefensible Section 531 
position, and if the corporation is to remain 
in existence, we tend to recommend large 
current dividends. This problem seems elim- 
inated by a complete liquidation. 


As to the future, the commonest tendency 
is to invest in liquid securities. This pro- 
duces a Section 531 question every year and 
also raises the question as to whether the 
seller has become a personal holding com- 
pany. Both of these problems can be helped 
by extensive real estate investments or by 
reinvestment in a substantial operating busi- 
ness. In any event, you will be likely to 
find some double tax, that is, once to the 
corporation and again to the stockholders 
upon receipt of dividends. This may not be 
too important if your investments are ex- 
clusively in stocks subject to the dividends 
received credit, and it can be computed in 
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advance and weighed against the advantage 
of realizing income from the so-called “gov- 
ernment’s money.” 


An opposite reason for selling assets is 
that the sale will yield a loss which can be 
applied against current operating profits and 
carried back against two prior years. This 
means, in effect, an increased yield from the 
assets, and many transactions have been 
made at prices which would otherwise be 
unattractive when the broker pointed out to 
the sellers how much the net cash yield 
would be after carry-back refunds. On the 
other hand, where the sellers did not feel 
secure about this and the buyers were more 
sophisticated, I have seen this factor lead 
toward a stock deal, with the buyer financ- 
ing and pursuing the refund. 


Before the 1954 Code, it used to be con- 
sidered important to buy assets, even at a 
profit, in order to assure the buyer a stepped- 
up base, but this is no longer important 
under the 1954 Code. The same result can 
be accomplished without tax cost to the 
seller by a complete liquidation of the sell- 
ing corporation, either in the hands of the 
sellers under Section 337 or in the hands of 
the buyers under Section 334(b)(2). The 
choice between these two methods generally 
stems from nontax purposes: If the parties 
want an asset deal because the buyer is wor- 
ried about undisclosed liabilities and the 
seller is not, or because the selling corpora- 
tion’s stock is not 100 per cent controlled, 
then Section 337 is used. If the parties want 
a stock deal because of simplicity or because 
it yields a financing advantage coupled with 
a time-payment program, or because the 
buyer is willing to undertake risks of con- 
tingent liabilities, such as tax deficiencies, 
as one of the inducements for the deal, then 
Section 334(b)(2) is used. I shall mention 
a little later the effect of Section 334(b)(2) 
on operating loss carry-overs and other 
items under Section 381. 


Another advantage of the asset deal is 
that the buyer can be two or more corpora- 
tions, acquiring severable assets or separate 
operating divisions, and thus obtain the 
benefits of separate $25,000 surtax exemp- 
tions and separate $60,000 accumulated earn- 
ings credits under Sections 11(c) and 535(c). 
The risk of a lumping of these corporations 
by the Commissioner under Section 1551 is 
less than if the buyer made a stock deal and 
then separated the enterprise into separate 
corporations. 


There are a number of unrelated reasons 
for favoring a stock deal and many of these 
are intertwined with the question of tax 
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free versus taxable. As you know, an asset 
deal can also be tax free: for example, under 
Section 368(a)(1)(C), a transfer of substan- 
tially all the properties, subject to debts, for 
voting stock; and this voting stock can be 
distributed, yielding substantially the same 
result as a stock deal. 

However, the stock deal often seems sim- 
pler; it hands over all of the corporate 
problems to the buyer in a single basket, 
without the need for meticulous itemization 
and with fewer strings than an asset deal. It 
is a good way to free the directors of the 
selling corporation from criticism on account 
of the deal. In my experience, the most fre- 
quent potential open item which the parties 
are worried about in a deal is a possible 
income tax deficiency either under Section 
531 or otherwise. If the buyer is taking 
this risk, the best way to give the 
sellers a feeling of security is to make a 
stock deal rather than an asset deal. In 
this connection, however, let me warn you 
about the problem of representations in the 
sale contract. From the seller’s point of 
view, the exchange of stock tends to duck 
a problem which I feel is often not fully 
thought through by the parties or their ad- 
visers, that is, the seller’s representations as 
to unpaid tax liabilities. In an asset deal in 
which the buyer takes over tax deficiencies 
and refunds, this normally includes only 
those reflected on a balance sheet or spe- 
cially listed, and, thus, many times the 
seller retains the benefits, but more com- 
monly the disadvantages, of these items. 
In a stock deal, they are taken over by the 
buyer often with a minimum of discussion. 
Also (and this is far more important and 
well understood), the deal itself or 
transactions by the buyer after the deal may 
have an effect upon the tax position. This 
requires the closest attention to the lan- 
guage used in the balance-sheet representa- 
tions relating to undisclosed or understated 
tax liabilities. For instance, if the transfer 
is a taxable exchange of assets at a price 
different from their basis and the represen- 
tations are localized at a particular date, 
you can see immediately the differences be- 
tween the several commonly used form, 
such as, “the close of the preceding taxable 
year,” “the close of business on the date 
preceding the closing of this transaction,” 
“the date of this transaction,” or “the close 
of business on the date of this transaction.” 
I cannot emphasize too much how often I 
have seen these phrases used as if they 
were substantially interchangeable. 


over 


less 


Also, you should consider in each case 
whether a representation as to existing tax 
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position would be affected by carry-backs, 
whether resulting from the instant transac- 
tion or from future operations by the buyer. 
In this connection, it may make all the 
difference in the world whether your un- 
disclosed-liabilities clause is stated on infor- 
mation and belief or is stated as an absolute 
warranty, with arithmetical adjustments in 
the purchase price if differences later de- 
velop. Generally speaking, these problems 
are less acute in a stock deal than in a cor- 
responding asset deal, and the seller tends 
to be less involved. On the other hand, if 
these problems are to remain with the seller, 
an asset deal is easier. 


Similarly, if the corporation has favorable 
tax positions, such as operating losses or 
other items mentioned in Section 381, you 
may be able to get the benefit of these items 
in an asset deal if it is tax free, and this 
represents a great step forward as compared 
to the pre-1954 law; but I have often rec- 
ommended a stock deal simply because Sec- 
tion 381 is new and untested and I preferred 
to avoid any question by preserving the cor- 
poration’s existence. For example, Section 
381 will not be available upon a transfer 
from one corporation to another if the trans- 
action doesn’t qualify as a technical “reor- 
ganization” within certain selected subdivisions 
of the reorganization definition. We have 
found that this may raise technical questions 
under Section 354(b)(1), but more impor- 
tant, we have worried about whether the 
government might challenge the reorganiza- 
tion under the business-purpose doctrine. 
This is a real pitfall which might not be 
noticed, and even if you succeed in winning 
the tax case, you might be sorry that you 
let yourself in for an important argument 
which would have been avoided in a stock 
deal. On the other hand, since you wanted 
a tax-free exchange in the first place, the 
chances are that you were pretty careful 
about the reorganization. 


However, I should also mention that Sec- 
tion 381 is not available in a stock deal fol- 
lowed by a liquidation within two years 
under Section 334(b)(2), and this is not 
@ptional. You can have some of your cake 
and eat it too by continuing the corporation 
in existence for slightly less than two years, 
using up the loss carry-over, and then liq- 
uidating. This defers the use of the stepped- 
up basis, but does not reduce the step-up. 
An attractive “opportunity.” 


I should like to call your attention spe- 
cifically to some aspects of Section 382. As 
you know, speaking informally, the purpose 
of Section 382 is to prevent the continued 
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availability of an operating loss carry-over 
in a continuing corporation, either (1) if 
more than 50 per cent (percentage points) 
of the stock changes hands by purchase 
within two taxable years or (2) in connec- 
tion with a reorganization if the stockhold- 
ers of the loss corporation end up with less 
than 20 per cent of the surviving corpora- 
tion. Here are several special features: Sec- 
tion 382(a) relating to a purchase is applicable 
only if the corporation “has not continued 
to carry on a trade or business substantially 
the same as that conducted before vi 
This is deceptively innocent language, as 
you will find the minute you attempt to 
paraphrase it. In the first place, every busi- 
ness has some changes from time to time, 
and there is room for argument in most 
cases as to whether the changes have been 
sufficient to invoke Section 382(a) (For ex- 
ample, a change in location of the factory). 
In addition, I do not know whether it means 
that you must continue the same business 
and no other, or that it is sufficient to con- 
tinue the same business along with others. 
This ambiguity is crucial where the pre- 
existing business is unprofitable and the 
buyers intend to use its losses to facilitate 
the purchase of other profitable businesses 
out of cash available before taxes. My ex- 
perience is that many people do not realize 
or do not agree that this language is am- 
biguous. ‘ 


Bear in mind that Section 382 is applica- 
ble only to carry-overs, not to current losses, 
and this means that there are pitfalls and 
opportunities based on timing. For example, 
in December a group of pecple bought 100 
per cent of the stock of a company which 
had been breaking even but had large un- 
realized losses on fixed assets. In January, 
after the end of the taxable year, the cor- 
poration sold the fixed assets and set up 
heavy losses. This transaction was not 
touched by Section 382; for the year in 
which the loss was realized, there was no 
carry-over, and for the following year, Sec- 
tion 382 was inapplicable since the transfer 
of the stock had occurred before the begin- 
ning of the preceding taxable year. Some 
people have questioned this on the ground 
that the loss was economically present at 
the time of the purchase, but our experience 
is that we have been sustained in relying on 
the technicalities in this matter. 


Some people have tried to stretch out an 
acquisition over a period of years so that 
there is no transfer of 50 per cent or more 
in any successive two-year period. For ex- 
ample, there could be a 49 per cent transfer 
in 1954, nothing in 1955, another 49 per cent 
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in 1956, again nothing in 1957 and the bal- 
ance of 2 per cent in 1958. However, since 
a right to acquire the stock is the same as 
ownership of the stock for purposes of Sec- 
tion 382, this procedure creates a drive 
toward under-the-table agreements. Other- 
wise, the buyer has to take the chance of 
being able to buy the stock at a reasonable 
price. Where the buyer expects to produce 
good profits in the loss corporation, he is 
just as well off paying 52 per cent to the 
government as 51 per cent to the selling 
stockholders. 


Notice also that Section 382 does not pre- 
vent carry-backs. This sounded interesting 
when I first realized it, but it has not proven 
to have much practical impact for the rea- 
son that the carry-back would be as useful 
to the seller as to the buyer. The carry- 
over, as you know, is often more useful to 
the buyer because the buyer has concen- 
trated on the special skill of putting losses 
and profits together. 


There are several special features of Sec- 
tion 382(b) applicable to reorganizations. 
In the first place, the regulations appear to 
say, and some people believe, that if Section 
382(b) is applicable (as, for example, if the 
stockholders of the loss corporation end up 
with less than 20 per cent of the surviving 
corporation) and, hence, the operating loss 
carry-over is cut down, there has been an 
“occupation of the field” by Section 382, and 
Section 269 on tax motivation is inapplica- 
ble as a matter of law. This is quite an 
opportunity, if true. In any event it seems 
probable that the force of Section 269 is 
diminished by the existence of Section 382. 


As you know, Section 382(a) is an “all or 
none” clause—under 50 per cent the loss is 
fully available, over 50 per cent the loss is 
unavailable. Section 382(b) is a gradual 
clause—the loss is diminished in proportion 
to the portion of 20 per cent of the surviv- 
ing corporation which the loss corporation’s 
stockholders retain. This makes Section 
382(b) attractive to those who think half 
a loaf is better than none. 


Section 382(b) transactions tend to be- 
come a matter of computation. It is possi- 
ble that the circumstances would induce a 
profit-making enterprise to welcome the 
stockholders of a loss enterprise to a 20 
per cent ownership because of the magni- 
tude of the loss carry-over or because of the 
value of the assets or the prospects of the 
business or for other reasons. However, 
my experience is that where the initial mo- 
tivation was a tax motivation, the owners 
of the profit company have generally de- 
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cided that the tax benefit was not worth the 
detriment of sharing their enterprise. 


There are pitfalls in connection with the 
20 per cent computation. We have seen 
cases where the same people owned a ma- 
jority, but not all, of the stock of different 
corporations, a profit company and a loss 
company, the loss company being substan- 
tially worthless except for its loss carry- 
over. The argument was made that since 
these people would own a majority of the 
stock of the surviving corporation, the 20 
per cent rule was satisfied. However, it 
seems reasonably clear that Section 382 re- 
fers to the stockholders of a loss corporation 
as such, and their separate capacities would 
be distinguished. This problem is not pre- 
cisely covered in the statute in a way com- 
parable to the express provision of Section 
382(b)(5) on attribution of ownership. This 
provision covers a case where there is an 
interlocking ownership between the two cor- 
porations, and it should be closely examined 
with a pencil and paper in every case of 
such interlocking ownership. I have seen 
transactions in which experienced tax ad- 
visers did not realize the full impact of Sec- 
tion 382(b)(5). 


For example, a profitable parent corpora- 
tion owned 95 per cent of the stock of an 
unprofitable subsidiary. Serious considera- 
tion was given to a merger of the two cor- 
porations, on the theory that the 95 per cent 
ownership was far more than the 20 per 
cent required by Section 382(b). But the fair 
market value of the subsidiary was only a 
minute fraction of the fair market value of 
the parent, and it was discovered that the 
computations required in Section 382(b)(5) 
brought the continuing ownership of the 
loss corporation stockholders, as such, to 
far less than 20 per cent. 

One suggestion was that the parent cor- 
poration could make a massive contribution 
to the capital of the subsidiary in cash or 
business assets, thus increasing its propor- 
tionate fair market value. This might be 
successful. Another suggestion was to have 
the subsidiary liquidated completely, thus 
yielding a carry-over under Section 381 and 
making Section 382 inapplicable. This might 
also work, but it would create problems 
with the 5 per cent minority stockholders. 
Perhaps the best suggestion was to arrange 
to have the subsidiary buy its own profitable 
business and avoid being involved in Sec- 
tion 381 and 382 questions. You will recall 
that the loss carry-over is barred under Sec- 
tion 382(a) (on purchase of 50 per cent or 
more) only if there is a change in the con- 
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tinuity of the business. This provision is 
not expressly in Section 382(b). This seems 
to make Section 382(a) more lenient. How- 
ever, most deals involve some change in con- 
tinuity, and the negative implication from 
silence in Section 382(b) seems to make Section 
382(b) more lenient. However, again, Sec- 
tion 382(b) is technically limited by the de- 
finition of “reorganization,” which assumes 
some business continuity. However, again, 
continuity under the definition of reorgani- 
zation is probably quite different from con- 
tinuity in Section 382(a)(1)(C). 


This is known as the ping-pong approach 
to legal problems. 


It leads us, however, into the question of 
the scope of the Supreme Court’s decision 
in Libson Shops, Inc. v. Koehler, 57-1 ustc 
7 9691, a question that goes beyond our 
present inquiry but is especially applicable 
here. Put in its boldest form, the Supreme 
Court’s decision seems to be that an operat- 
ing loss carry-over of one division is not 
available against the profits of another divi- 
sion within the same corporation if they 
were not in the same corporation when the 
loss occurred. The actual case involved an 
affiliated group and a merger under the 1939 
Code, and people have argued that it will be 
limited to its particular law and facts, but 
the theory was substantive, not technical, 
and the policy seems at least as applicable 
to acquisitions, putting together profits and 
losses, as to the merging of already affiliated 
corporations. The argument that the policy 
is different under the 1954 Code is appealing 
but not decisive. Witness the courts’ en- 
grafting of the business-purpose doctrine 
onto the reorganization definition. 


While I am optimistically inclined to 
believe that the Libson case will be limited 
or superseded in some fashion, as was 
Commissioner v. Court Holding Company, 
45-1 ustc 79215, 324 U. S. 331, we have 
no guaranty and, at present, it is a threat 
to every transfer of corporate business 
where either a carry-over or carry-back of 
operating loss may be involved. It certainly 
limits the assurance of the popular dictum 
that it is safe for a loss company to ac- 
quire a_ profitable even though 
it would not be safe for the same profit to 
acquire the loss. 


business, 


Section 381 gives an excellent check list 
of situations in which you will want a stock 
deal instead of an asset deal. 


If the whole deal is a tax-free reorgan- 
ization, Section 381 will normally be avail- 
able, and it doesn’t matter much whether 


946 


December, 1957 @ 


TE ETT REPT Set ts OUI Li Ss 


you preserve the old corporation or not. 
But if the deal is taxable, it will be neces- 
sary to preserve the old corporation. A 
typical example, which arises often and is 
often overlooked, is accrued interest on a 
contested income tax deficiency. The buyer 
on a taxable deal cannot deduct this except 
in the old corporation. I’ve seen many cases 
in which the parties did not think of this 
until it was too late. 


Another often overlooked point indicating 
preference for a stock deal is the possibility 
of future losses in the purchased business. 
As indicated above, Section 381 is inappli- 
cable to a carry-back, except (under Section 
381(b)) in the case of a mere change in 
identity, form or place (under Section 368 
(a)(1)(F)), and this is often more important 
than the optimistic buyer realizes. I have 
found that a major change in business out- 
look can come overnight, and an adviser 
who doesn’t put up enough resistance to his 
client’s optimism sometimes finds too late 
that his client has forgotten it. 


Have you noticed how we started talking 
about stock deals versus asset deals and we 
drifted far and wide, often touching on tax- 
able versus tax-free? There is so much 
overlapping that either approach ultimately 
covers most points of both. But some points 
are better approached from the taxable 
versus tax-free point of view. 


You all know that, fundamentally, in a 
tax-frve deal the sellers “stay in” the busi- 
ness and in a taxable deal they “get out.” 
In a tax-free deal, the tax situation con- 
tinues substantially unchanged, while in a 
taxable deal the buyer starts over again. 
In a tax-free deal, the government is not 
a party (except to question whether it is 
really tax free), while in a taxable deal, 
it is a definite party and may either take 
cash from the deal or contribute cash to it. 
What opportunities and pitfalls should we 
notice here in addition to those mentioned 
above? 


You are all familiar with the general 
conception of “buying depreciation.” If the 
purchase price is greater than the seller’s 
basis for the property, then either under 
Section 1231 (1939 Code Section 117(j)) 
or under Sections 334(b)(2) or 337 (as 
described above), the seller’s stockholders 
can realize capital gain, taxable at 25 per 
cent or less, and the buyer can usually 
depreciate much of the increase at 52 per 
cent; or there may be an opportunity to 
charge some of the purchase price to inven- 
tory or other current assets, thus getting 
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an immediate tax benefit. (This was harder 
under the 1939 Code where we were depend- 
ent on the Koppers doctrine or some other 
device, and we were worried about the 
Court Holding case.) You all know that 
the purchase price is allocated among assets 
in proportion to fair market value, and I 
don’t have to warn you to watch out for 
the technicalities in Sections 334(b)(2) and 


337. 


One special feature is the use of the 
installment or deferred method of report- 
ing the profit, so that the seller’s tax pay- 
ments run concurrently with the depreciation 
benefits. (On the installment method, the 
profit is taxable proportionately with re- 
ceipts; on the deferred method, the entire 
base is recovered tax free before gain be- 
comes taxable.) This contributes immensely 
to the financing of the deal, and it can 
sometimes be coupled with a contingency, 
making the price dependent in some meas- 
ure upon the tax benefit. It also calls the 
attention of the revenue agent to the ques- 
tion and may be unwise in a doubtful case. 
If you use the installment method, remem- 
ber not to get more than 30 per cent in the 
first year, although I believe any additional 
amount can be escrowed, with care, for the 
first day of the following year. Also re- 
member that if the corporation sells the 
assets and distributes the installment notes, 
there may be an immediate realization of 
the profit by the distributees, as there is 
doubt as to whether the installment privi- 
lege is available to them. 


The deferred method is somewhat ticklish. 
If the price is keyed to operations, sufficient 
to assure the deferred method, it may be 
regarded as a lease or joint venture, charg- 
ing the seller with ordinary income instead 
of capital gain. A classic example of this 
type of problem was in Crowell Land and 
Mineral Corporation, CCH Dec. 21,318, 25 
TC 223 (1955), rev'd, 57-1 uste J 9579, 242 
F. (2d) 864 (CA-5), in which the price was 
computed at 15 cents per cubic yard of 
sand and gravel removed; the Tax Court 
held it ordinary income and the court of 
appeals held it capital gain. 


Both the installment and deferred methods 
are subject to changes in the law from year 
to year, such as changes in tax rates. 


From the seller’s point of view, as you 
know, the tax-free method can be made 
taxable in whole or in part by subsequent 
sale of the acquirer’s stock or securities. 
This has many facets. It can be used by 
some of the sellers and not others, by indi- 
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vidual choice. Where the buyer's securities 
are publicly traded, it can be done from 
year to year in small amounts, so that if 
the sellers have retired or for other reasons 
have small taxable incomes in later years, 
their income tax may be as little as 10 per 
cent of the cash realized, or even less. If 
the buyer is expanding so that it is paying 
small dividends and accumulating profits, a 
stockholder can establish a program of sell- 
ing enough shares each year to match un- 
distributed profits, thus living on his entire 
theoretical economic income but paying far 
less than his standard income tax. This 
method may be available even if the acquir- 
ing corporation is closely held, but it is 
difficult to find a buyer for the stock other 
than the corporation itself, and then you 
must beware of a dividend under Section 302. 


From the buyer’s point of view, it is 
common to assume that he wants a taxable 
deal because it gives the buyer a stepped-up 
base. This is, of course, not true where the 
selling corporation has an operating loss or 
other item under Section 381 or where the 
price is less than the basis for the assets 
(a situation which seems to be more com- 
mon recently). I have heard a wonderful 
argument that it is not true even where 
the price is higher than the basis of assets, 
if the buyer is a publicly traded company 
with the expectation of selling substantial 
amounts of its stock; a stepped-up basis 
increases the depreciation charged against 
operations. While this decreases current 
income taxes, it decreases book income by 
twice as much, leaving a less favorable 
earnings picture for public observation and 
depressing the market quotation for the 
stock. The make more 
money selling its stock for a higher price 
(tax free) than it can save in taxes by a 
stepped-up depreciation. 


corporation can 


I enjoy listening to this type of argument, 
and I haven’t the slightest idea whether 
it’s true. 

Of course book earnings need not be the 
same as tax earnings, but I feel there is a 
growing tendency toward conforming the 
two. 


One argument either for 
taxable exchange arises if there is doubt as 
to the sellers’ bases for their assets or stock. 
Since there is no corporate gain or loss 
under Sections 334(b)(2) or 337, the cor- 
porate basis washes out and any question 
in regard to it is eliminated. This favors 
a taxable asset deal. If these methods are 
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The law has its piercing intuitions, its 
tense, apocalyptic moments. We gather 
together our principles and precedents 
and analogies, even at times our 
fictions, and summon them to yield the 
energy that will best attain the jural 
end.—Benjamin N. Cardozo. 


not available, however, or if the doubt is 
as to the basis for the stock, a taxable deal 
might precipitate an argument with the 
government which should be deferred. 


I have referred above to Sections 334 
(b)(2) and 337 as have-your-cake-and-eat- 
it-too provisions. The buyer gets a stepped- 
up basis and the selling corporation realizes 
no taxable gain. Both of these sections are 
highly technical and should be studied in 
each transaction. Note that both methods 
eliminate realization of both gain and loss 
to the selling corporation and they are not 
optional—if you fit their terms, you are 
covered whether you like it or not. How- 
ever, their technicality permits you to avoid 
them if you plan it. A few special points 
should be mentioned. 


Section 337 is to avoid the Court Holding 
case; it eliminates gain or.loss on the sale 
of corporate assets within 12 months after 
the adoption of a plan of complete liquida- 
tion if the corporation is completely liqui- 
dated in that time. This gives the taxpayer 
some power to set his own timing so as to 
select the gains and losses he does and does 
not want. However, be careful, because 
in many deals there is room for argument 
as to when the plan was actually adopted 
and when the sale took place. 


Section 334(b)(2) is a basis provision 
appurtenant to the provision of Section 
332 for no gain or loss on complete liquida- 
tion of a subsidiary (1939 Code Section 
112(b)(6)). If the subsidiary was “pur- 
chased” and then liquidated within two 
years, the assets take on the basis of the 
stock in the hands of the parent. (This was 
to codify and expand the Koppers or Kim- 
bell-Diamond doctrine.) I have mentioned 
above that the two-year period may be used 
to keep operating losses and other 381-type 
items for a while, even though 381 is ordi- 
narily not available on 334(b)(2) transac- 
tions, and this does not invade the step-up 
of basis. In addition, you can avoid being 
limited to the cost of the subsidiary’s stock 
for its assets by waiting more than two 
years for the liquidation or by using other 
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technicalities of the statute, and under Sec- 
tion 332(b)(1) the basis of the assets is 
taken over intact. 


Another related method applies to a case 
in which the acquisition of the subsidiary 
was tax free under Section 368(a)(1)(B), 
that is, in exchange for stock of the acquirer. 
Here Section 334(b)(2) is normally inap- 
plicable, and the subsidiary’s basis for the 
assets is taken over intact. This may not 
be attractive to the buyer, but the sellers 
may insist upon a tax-free exchange. Then 
if the buyer owns treasury stock at a high 
cost or can buy some, it can use the treasury 
stock for the exchange instead of newly 
issued stock. This is still tax free to the 
sellers, but the statute seems to say that 
the acquirer’s basis for the subsidiary’s 
stock is equal to its own basis for the 
treasury stock under Section 362(b), and 
this would make the acquisition a “pur- 
chase” under Section 334(b)(3)(A). There- 
fore, Section 334(b)(2) is applicable and 
the basis of the distributed assets is equal 
to the cost of the treasury stock. (Cf. 
Firestone Tire & Rubber Company, CCH Dec. 
13,520, 2 TC 827 (1943), acq., 1945 CB 3; 
de Kosmian, “Tax-Free Acquisitions of 
Assets or Stock,” Proceedings of New York 
University Fifteenth Annual Institute on Fed- 
eral Taxation (1957), pages 677, 692.) 

Finally, I would like to mention several 
points which are too broad for discussion 
here. 

(1) As to collapsible corporations, the 
open questions are too numerous and too 
open to touch on here. Read Irving Axel- 
rad’s vast treatise on this from last year’s 
tax conference, “Tax Advantages and Pit- 
falls in Collapsible Corporations and Part- 
nerships,” 34 Taxes 841 (December, 1956). 


(2) One of the commonest problems in 
the transfer of a loss corporation is the 
desire of both parties to make the ultimate 
price contingent upon the availability and 
usefulness of the carry-over. This is a deli- 
cate problem in both taxable and tax-free deals. 

(3) Particularly in smaller deals, it is 
common for both parties to want to place 
a part of the consideration in curreit pay- 
ments which are both fully deductible and 
fully taxable, for example, in compensation 
to the sellers for consultation and non- 
competition. Our feeling is that the courts 
are becoming increasingly critical in this 
area and tend, increasingly, to disallow the 
payments as purchase of good will. Some- 
times you can help this situation by identify- 
ing amortizable intangible assets. 


[The End] 
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Penalty Tax on Corporations 
Improperly Accumulating Surplus 


By RICHARD B. BARKER 


The author is a member of Ivins, Phillips 
and Barker, Washington, D. C. 


MONG the many changes brought about 

by the Internal Revenue Code of 1954 
were several major changes in the corpo- 
rate “accumulated earnings tax.” This tax 
as embodied in Section 102 of the Internal 
Revenue Code of 1939 provided that a pen- 
alty tax would be levied against the net 
income, minus taxes and dividends and with 
certain other adjustments, of a corporation 
formed or availed of for purposes of pre- 
venting the imposition of a surtax upon the 
shareholders by permitting earnings and 
profits to accumulate unreasonably. Sec- 
tions 531 through 537 of the 1954 Code, 
while retaining the same basic approach and 
the same tax rates, attempt to correctecer- 
tain of the inequities of Section 102. 


Perhaps the most important substantive 
change introduced by Sections 531 through 
537 is the credit allowed in computing “ac- 
cumulated taxable income,” which, in addi- 
tion to the deductions provided by Section 
102, permits a deduction, except to a mere 
holding or investment company, of “an 
amount equal to such part of the earnings 
and profits for the taxable year as are 
retained for the reasonable needs of the 
business.” As an aid to small corporations 
and to newly formed corporations, the stat- 
ute provides that the credit for amounts 
retained for reasonable needs of the busi- 
ness shall not be less than the amount by 
which $60,000 exceeds the accumulated earn- 
ings and profits of the corporation at the 
close of.the preceding year. This minimum 
credit does not offer relief to a corporation 
which had $60,000 or more in earnings and 
profits at the close of the preceding year. 


Under Section 102, only dividends paid 
during the year for which the deficiency is 
assessed could be deducted in computing 
“accumulated taxable income,” but the 1954 
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Code has taken cognizance of the fact that 
many corporations do not pay dividends 
until after the close of the taxable year and 
permits the deduction of dividends paid 
within 75 days following its close. 

Another substantive change is introduced 
by Section 537 which codifies an interpre- 
tation of the statute that had come to be 
accepted by most courts even prior to this 
legislation. This section provides that “rea- 
sonable needs of the business” shall include 
reasonably anticipated needs. 


In addition to these substantive changes, 
two procedural changes were introduced in 
the 1954 Code. The first, probably of rela- 
tively minor importance, is the deletion of 
the word “clear” from Section 102(c), which 
provided that if earnings and profits were 
accumulated beyond the reasonable needs 
of the business, this would be determina- 
tive of the purpose to avoid surtax upon 
shareholders unless the corporation by the 
clear preponderance of the evidence shall 
prove to the contrary. The second proce- 
dural change is of paramount importance. 
This change, which is Section 534, intro- 
duces an entirely new procedure into the 
accumulated earnings tax field. Under this 
section, the burden of proof in proceedings 
before the Tax Court is shifted to the Com- 
missioner unless, prior to the notice of de- 
ficiency, notification is sent to the taxpayer 
informing him that the proposed deficiency 
includes an amount with respect to an 
accumulated earnings tax. Upon receipt of 
this notification, the taxpayer may submit 
a statement of the grounds, together with 
the facts sufficient to show the basis thereof, 
on which the taxpayer relies to establish 
that all or any part of the earnings have 
not been permitted to accumulate beyond 
the reasonable needs of the business. The 
burden of proof is then placed upon the 
Commissioner with respect to the grounds 
set forth in the statement. 


At present it is too early to determine 
how most of these changes will be admin- 
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istered by the Service and interpreted by 
the courts. However, by an amendment to 
Section 534, Congress made the burden of 
proof rule applicable to all Tax Court cases 
arising under Section 102 which are tried 
on the merits after August 11, 1955, as well 
as to cases arising under Section 531. We 
now have several Tax Court decisions, al- 
beit interlocutory decisions in the main, 
from which we can presage the effectiveness 
of this section. Because of the importance 
and novelty of Section 534, it should be 
worth while to focus our attention on the 
legislative history and current judicial treat- 
ment of this section. 


It is indisputably clear from the commit- 
tee reports on Section 534,’ that Congress 
was dissatisfied with the administration of 
Section 102. Testimony before the commit- 
tee and the records of the Internal Revenue 
Service indicated that cases were brought 
on insubstantial grounds without proper 
screening or analysis; threats of deficiency 
under Section 102 were used as a lever for 
obtaining taxpayers’ acquiescence on other 
issues; small taxpayers yielded to a pro- 
posed deficiency as a result of the difficulty 
and expense of litigating a case under the 
then existing rules; and taxpayers generally 
were put to considerable expense and effort 
to prove that an accumulation was for the 
reasonable needs of the business.’ Congress 
hoped to correct these abuses by placing the 
burden of proof on the government where 
the taxpayer had submitted the statement 
described in Section 534(c). 


However, Section 534 may have created 
more problems for the taxpayer than it 
attempted to solve. For the taxpayer and 
his counsel, this section presents practical 
problems for which the statute affords no 
direct answer. In composing a statement 
which attempts to set forth the grounds and 
facts upon which the taxpayer relies to 
justify the accumulation of earnings and 
profits, the taxpayer is obviously faced with 
two problems: First, what grounds will 
justify an accumulation of earnings and 
profits? Second, what facts are required 
to show the bases for the alleged grounds? 
Certainly an accumulation for replacement 
of plant or machinery or for expansion 
would seem sufficient, and yet few would 





1 Pub. L. 367, 84th Cong., 1st Sess., Sec. 4. 

*H. Rept. 1337, 83d Cong., 2d Sess., pp. 52 
and A173 (1954); S. Rept. 1622, 83d Cong., 2d 
Sess., pp. 70 and 315 (1954). 

°H. Rept. 1337, 83d Cong., 2d Sess., 
S. Rept. 1622, 83d Cong., 2d Sess., p. 70. 

* Sam’s Ninth Avenue Meat Market, Inc., Dkt. 
No. 63680. 

5 Freiss Originals, Inc., Dkt. No, 56661. 
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claim that the entrance of a son into the 
business and the existence of marriageable 
daughters would per se constitute sufficient 
grounds for an accumulation, although at 
least one taxpayer believed to the contrary.‘ 
However, many grounds can be presented 
on which reasonable men could differ as to 
their sufficiency. For example, may earn- 
ings and profits be accumulated to allow 
more liberal credit terms on accounts re- 
ceivable,® to create a reserve when sales 
are sharply declining,’ to permit a large 
deposit with a bank in order to attract the 
bank’s business in return’ or to permit a 
corporation to be a self-insurer?* It would 
seem that the taxpayer has presumptively 
satisfied this aspect of the statutory require- 
ment when he has submitted a timely state- 
ment of the grounds upon which he relies 
to show that earnings have not been al- 
lowed to accumulate beyond the reasonable 
needs of the business. If the government 
contends that the grounds submitted are 
not consistent with the reasonable needs 
of the business, then it would be free to 
challenge the sufficiency of the statement. 
In the absence of such a challenge the bur- 
den would be shifted to the Commissioner. 


The taxpayer is confronted with an even 
more perplexing problem in presenting the 
facts sufficient to show the bases of his 
alleged grounds. What amount of detail is 
required? Must the alleged facts be sup- 
ported by documentary evidence? The an- 
swer of Congress seems to be clear. As 
originally enacted by the House in H. R. 
8300, Section 534(c) provided that the state- 
ment should contain “facts sufficient to 
apprise the Secretary or his delegate of the 
basis thereof.”® In explaining its amend- 
ment of this House provision, the Senate 
Finance Committee report states: “Your 
committee believed this [House] require- 
ment was somewhat too rigid and has sub- 
stituted ‘facts sufficient to show the basis 
thereof’.”” While there might be some 
reasonable doubt as to the exact meaning of 
this Senate amendment, it seems clear that 
the facts required by Section 534(c) are 
something less than those that would be 
required “to apprise the Secretary of the 
basis thereof” and certainly do not require 
that the taxpayer present facts that con- 
clusively prove the grounds relied upon. 


* Automotive Rebuilding Company, Inc., Dkt. 
No. 63462. 

* Federal Ornamental Iron & Bronze Com- 
pany, Dkt. No. 56460. 

8 Addison Packing Company, Dkt. No. 55913; 
Stinson Canning Company, Dkt. No. 55914. 

*H. R. 8300, 83d Cong., 2d Sess., Sec, 534 
(1954). 

”S. Rept. 1622, 838d Cong., 2d Sess., p. 71. 
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What seems to be required is that the tax- 
payer should present facts sufficient to en- 
able the Commissioner to be prepared to 
sustain the burden of proof that is thereby 
shifted to him. 


At this point it should be noted that the 
statement only shifts the burden of proof 
as to the grounds alleged, so that if new 
grounds are raised in the petition, the peti- 
tioner would have the burden of proof on 
these, much as the Commissioner does when 
he raises new issues in his answer. 


A review of approximately 60 docketed 
cases “ under Section 102 and Section 531, 
to which Section 534 is applicable, shows 
that the overwhelming majority of the 
statements filed have thoroughly set forth 
the grounds and facts relied upon to estab- 
lish the business needs of the accumulation 
with great detail, well beyond that appar- 
ently required by the statute. Many tax- 
payers have submitted voluminous statements 
setting forth facts far beyond those that 
would be presented in a petition. Neverthe- 
less, the Commissioner has, in his answers 
to these petitions, consistently denied the 
sufficiency of the grounds and the adequacy 
of the facts set forth in the taxpayers’ Sec- 
tion 534(c) statements. However, to protect 
the government against an adverse ruling 
on the burden of proof issue, the Commis- 


sioner has consistently pleaded an affirma- 
tive case in his answer. 


This denial naturally raises the question 
of who should determine whether the burden 
of proof has been shifted. The Commis- 
sioner by his answer, denying the sufficiency 
of the statement but in the alternative plead- 
ing affirmatively on the issue of reasonable 
accumulation for business needs, has left 
the determination to the Tax Court. There 
can be little argument but that this decision 
must lie with the Tax Court and not the 
Commissioner, although, of course, the Com- 
missioner may and should, in cases where 
the statement is clearly sufficient, accept the 
burden of proof. 


Since the Tax Court must decide upon 
whom the burden of proof shall fall, the 
vital issue of when this decision should be 
made must be faced. It is around this 
issue that most of the controversy to date 
has centered. In several cases,™ after the 
government has answered and has denied 
that the burden of proof has shifted—on the 
basis that the grounds were insufficient and/or 
that the facts supporting the grounds were 
inadequate—the petitioner has presented a 
motion requesting the court to rule on the 
issue of burden of proof. These motions 
have taken the form either of direct requests 
for a ruling on burden of proof or a motion 





uM, M. Cohn Company, Dkt. Nos. 53741, 
56264: Frank P. R. Bohager & Sons, Dkt. No. 
47266; Tripp, Kory & Company, Inc., Dkt. No. 
51550; Tripp Textile Corporation, Dkt. Nos. 
56761, 62229; J. Wiss & Sons Company, Inc., 
Dkt. No. 52367; F. Strauss & Son, Inc. of Ar- 
kansas, Dkt. No. 53669; J. J. Langford & Son, 
Dkt. No. 55685; Addison Packing Company, 
Dkt. No. 55913; Stinson Canning Company, Dkt. 
No. 55914; Boufford Contracting Corporation, 
Dkt. No. 56286; Federal Ornamental Iron ¢& 
Bronze Company, Inc., Dkt. No. 56460; Novi 
Equipment Company (motion denied), Dkt. 
Nos. 55967, 56472; Breitfeller Sales, Inc. (re- 
quest for ruling at trial on burden of proof 
denied), Dkt. No. 56525; Freiss Originals, Inc., 
Dkt. No. 56661; Frank Z. Atran Estate, Trans- 
feree, Dkt. No. 57482; Automotive Rebuilding 
Company, Inc., Dkt. No. 63462; Turnure & 
Blood, Inc. (motion denied), Dkt. No. 63608; 
Sam’s Ninth Avenue Meat Market, Inc., Dkt. 
No. 63680; Henry G. Egan Estate, Transferee, 
Dkt. No. 63702; Progress Lithographing Com- 
pany (motion denied), Dkt. No. 63995; Amer- 
ican Plate &€ Window Glass Company, Dkt. No. 
64039; Sioua Steel Company (motion denied), 
Dkt. No. 64229; Moore Securities Company, Dkt. 
No. 64243; Imse-Schilling Sash and Door Com- 
pany, Dkt. No. 64500; American Metal Products 
Corporation, Dkt. No. 64548; Adler Metal Prod- 
ucts Corporation, Dkt. No. 64549; Reynolds Gas 
Regulator Company, Dkt. No. 64738: Barrow 
Manufacturing Company, Inc., Dkt. No. 64773: 
Kahn Company, Inc., Dkt. No. 56635; Knoxville 
Iron Company, Dkt. Nos. 56066, 64921; La Salle 
Steel Company, Dkt. No. 65076; Kerr-Cochran, 
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Inc. (request for ruling at trial on burden of 
proof denied), Dkt. No. 57943; Arthur Fels 
Bond and Mortgage Company, Dkt. No. 59494: 
New Haven Foundry, Dkt. No. 59795: Dixie, 
Inc. (motion denied), Dkt. No. 61622; Penn 
Needle Art Company, Dkt. No. 62037; Young 
Motor Company, Dkt. No. 62101; Alsco Indiana 
Corporation, Dkt. No. 62203: F. E. Watkins 
Motor Company, Inc., Dkt. No. 62322; Reznor 
Manufacturing Company, Dkt. No. 62413; An- 
derson Lumber & Supply Company (motion 
denied), Dkt. No. 62657: Mountain View Dairies, 
Inc., Dkt. No. 63180; J. A. Dress Company, Inc., 


Dkt. No. 63271; Ontario Finance Corporation, 
Dkt. Nos. 57354, 63291; Wellman Operating 
Corporation (motion denied), Dkt. No. 63326; 


Charles Town Jockey Club, Inc., Dkt. No. 63335: 
Jack Kennedy, Inc., Dkt. No. 65479; A & N 
Furniture and Appliance Company, Inc., Dkt. 
No. 65258; Ryan Construction Corporation, Dkt. 
No. 65281; Oyster Shell Products Corporation, 
Inc., Dkt. No. 65294; RCA Rubber Company, 
Dkt. No. 65480; Reznor Manufacturing Com- 
pany, Dkt. No. 65703: Liberty Glass Company, 
Dkt. No. 65800; Amherst Corporation, Dkt. No. 
66257; Builders Bonded Management VUorpora- 
tion, Dkt. No. 66258; Peyton’s, Inc., Dkt. No. 
66416: Fawick Corporation, Dkt. No. 66714: 
Estate of A. Lincoln Westcott, Dkt. No. 66884. 

2 Novi Equipment Company, Dkt. No. 55967: 
Freiss Originals, Inc., cited at footnote 5; 
Turnure & Blood, Inc., cited at footnote 11; 
Dixie, Inc., Dkt. No. 61622; Anderson Lumber 
é& Supply Company, cited at footnote 11; Well- 
man Operating Corporation, cited at footnote 11 
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to strike from the answer the govern- 
ment’s denial of the sufficiency of the peti- 
tioner’s Section 534(c) statement. But no 
matter how the motion has been phrased, 
the Tax Court has uniformly denied all 
such motions. These denials have not been 
on the merits, but rather are refusals to 
make any decision as to burden of proof in a 
pretrial hearing. The court has evolved 
three reasons for its denial without preju- 
dice of these motions. 


First, the judge presiding at the hearing 
on the motion may not preside at the trial, 
and the decision of one judge should not 
and may not bind the trial judge. The logic 
or merit of this position is open to question. 
It is common practice for the Tax Court, 
by an interlocutory order, to strike matter 
from a petition or answer and, thus, bind 
the trial judge as to the issues involved and/or 
the facts contested. 


Second, the 534(c) statement submitted 
by the taxpaycr may be a sham, This posi- 
tion does no: appear to be sound. The 
correctness of the statement is attested by 
a corporate officer. Further, the Commis- 
sioner has more than adequate means of 
ascertaining whether a statement which pre- 
sents detailed facts is a sham. If the gov- 
ernment contends that the statement is a 
sham, it would be free to present a motion 
requesting the court to strike the statement 
for that reason, But in the absence of any 
claim by the government that a statement 
is a sham, it seems unwarranted for the 
Tax Court to refuse to rule on the effective- 
ness of a sworn statement for the reason 
that it might possibly be a sham. 


Third, the Court has contended that 
in order for it to rule upon the burden of 
proof, it would have to determine whether 
the grounds and facts alleged in the state- 
ment were sufficient to justify the accumu- 
lation and that this is the very issue that is 
to be resolved at trial. However, the statute 
does not require that the grounds be ones 
that would justify accumulations for rea- 
sonable business needs nor that the facts 
prove that such grounds exist. Rather, Sec- 
tion 534 provides that the burden of proof 
will be on the government when the tax- 
payer has filed a statement of grounds upon 
which it relies and facts sufficient to show the 
basis thereof 


Behind all these declared reasons for de- 
nial of pretrial rulings lies an unwillingness 
on the part of the court to face the prob- 
lems that Section 534 has admittedly cre- 
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The Tax Court's position in Pelton 
Steel Casting Company, which 
seems to be without precedent, is 
questionable in its application to 
Section 102, but it would be 
indefensible if extended to 531. 


ated. The judges hearing pretrial motions 
have candidly admitted that the statute is 
novel to them and that they are not sure 
of its meaning. I fear that the Tax Court 
intends to circumvent the intent of Section 
534 by postponing a decision upon the issue 
of burden of proof in each case until a final 
decision on the merits of such case. Even 
then a decision may not be rendered, since 
the court can claim that the issue is moot 
when the decision on the merits is for the 
taxpayer. Where the decision is for the 
government, the court can contend that this 
result would be reached even assuming that 
the burden of proving accumulation beyond 
the reasonable business needs was on the 
government. In this way Sectior 534 can be 
laid to rest quietly. The basis for these 
fears will be more apparent when we have 
discussed the Tax Court decisions on Sec- 
tion 534. 


This position on pretrial motions has 
already done much to vitiate the intended 
purpose of Section 534. The taxpayer must 
prepare for trial as though the burden of 
going forward and the burden of proof 
were upon him, in order to be prepared in 
the event of an adverse ruling at trial or 
in anticipation of the possibility that the 
trial court will refuse to rule upon the 
burden of proof until after the presentation 
of the evidence. The taxpayer is again 
placed in a position where the threat of an 
“accumulated earnings tax” deficiency can 
be used as a lever in coercing settlement 
on other issues. The taxpayer must again 
go to the substantial expense and effort of 
proving that the accumulation was for the 
reasonable needs of the business, the intent 
of Congress to the contrary notwithstand- 
ing. Thus the court's refusal to resolve the 
issue of burden of proof prior to trial has 
denuded the taxpayer of the very protection 
that Section 534 was intended to give him, 
that is, protection against the accumulated 
earnings tax being used as a lever for ob- 
taining acquiescence on other issues, and 
protection against the cost and difficulty of 
proving the reasonable business needs of 
an accumulation. 
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The reluctance of the court to rule on 
this issue before the full presentation of the 
case was suggested in the denial of a peti- 
tioner’s pretrial metion in Freiss Originals, 
Inc." and was further substantiated in three 
recent cases.* It must be admitted that the 
petitioners in these cases did not seriously press 
a request for a ruling prior to trial, nor 
did they object to having the burden of 
going forward. Nevertheless, if the issue of 
burden of proof is not resolved prior to 
trial, it becomes practically impossible for 
the Congressional purposes, especially that 
of decreasing the expense and difficulty of 
litigation, to be accomplished. 


However, the failure of the court to rule 
upon the burden of proof, both on pretrial 
motions and also prior to the presentation 
of evidence, is not the only threat that has 
arisen in the Tax Court to an effective 
Section 534. In Pelton Steel Casting Com- 
pany,” the Tax Court seems to have seri- 
ously limited Section 534 as regards its 
retroactive application to Section 102 cases 
and has cast grave doubts upon its effective- 
ness in shifting the burden of proof in 
Section 531 cases. In that case, and in 
Breitfeller Sales, Inc., and Kerr-Cochran, 
Inc.," the government’s position on Section 
534 was that it developed four different 
possible rules on burden of proof. First, 
the burden of proving accumulation beyond 
the reasonable needs of the business was 
on the government if no notification was 
sent informing the taxpayer of intent to as- 
sert a deficiency based upon an accumulated 
earnings tax. Second, the burden was en- 
tirely upon the taxpayer if the Commis- 
sioner sent the 534(b) notification and the 
taxpayer submitted no statement. Third, 
the burden was on the government if the 
taxpayer did submit an adequate statement, 
but only as to the grounds relied upon in 
the statement. And fourth, the burden was 
on the taxpayer as to each ground relied 
upon which was not supported by facts 
sufficient to show the basis thereof. 


The court held that even if Section 534 
did shift the burden of proof as regards 
the issue of accumulation beyond the rea- 
sonable business needs, the burden of proof 
was still on the taxpayer to establish the 
ultimate issue, which is whether the corpo- 
ration has been formed or availed of to 
avoid the imposition of surtax upon share- 
holders. The court concluded that even if 
the burden of proof was shifted to the 


18 Cited at footnote 5. 

4 Pelton Steel Casting Company, CCH Dec. 
22,344, 28 TC —,. No. 20 (1957); Breitfeller 
Sales, Inc., CCH Dec. 22,568, 28 TC —, No. 137 
(1957); Kerr-Cochran, Inc., cited at footnote 11. 
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Commissioner to establish accumulations be- 
yond the reasonable needs of the business 
and he failed to sustain this burden, the 
taxpayer must still prove that the corpora- 
tion was not formed or availed of to avoid 
the imposition of surtax upon shareholders, 
in order for the taxpayer to defeat the 
alleged deficiency. 


The court’s position in Pelton Steel Cast- 
ing Company, which seems to be without 
precedent, is questionable in its application 
to Section 102, but it would be indefensible 
if extended to Section 531. An investigation 
of the Congressional committee reports 
demonstrates that Congress did intend to 
establish a division between accumulation 
for the reasonable needs of the business and 
accumulations to avoid income taxes upon 
the shareholders. Section 535 by means of 
a credit reduces accumulated taxable in- 
come by that part of the earnings and 
profits retained for the reasonable needs of 
the business. Thus, regardless of the in- 
tent of the shareholders to avoid the income 
tax, no tax is imposed upon an accumulation 
to the extent that it is retained for bona- 
fide and reasonable business needs. The 
Senate report (S, Rept. 1622, 83d Cong., 2d 
Sess.) states, at p. 72: “Your Committee 
has provided that this tax is to be imposed 
only on the amount unreasonably accumu- 
lated because it sees no justification for im- 
posing a penalty tax on accumulated earn- 
ings to the extent that the earnings were 
needed in the business.” Thus, proving an 
accumulation beyond the reasonable busi- 
ness needs is made a prerequisite to the 
imposition of any penalty tax, and Section 
534 places the burden of proving unreason- 
able accumulation upon the Commissioner 
when a proper statement has been submitted 
by the taxpayer. 


The distinction between Section 102 and 
Section 531 and the effect this distinction 
has upon Section 534 and the Pelton Steel 
case can be demonstrated by a hypothetical 
case. A corporation has a net income before 
taxes of $250,000 in both 1953 and 1954, and 
total earnings and profits of $800,000 in 1953 
and $900,000 in 1954. After subtraction of 
taxes and dividends and other adjustments, 
the addition to earnings and profits in each 
year is $100,000. The facts as to each year 
show that the shareholders are in the top 
income tax bracket and that one of the 
reasons for not declaring dividends was the 
undesirable tax consequences to the share- 





% Cited at footnote 13. 
% Both cited at footnote 13. 
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holders. The facts also show that valid 
business needs to accumulate earnings and 
profits in the amount of $800,000 or more 
in 1953 and $900,000 or more in 1954 existed 
and were codeterminative with the desire 
of the shareholders to avoid income tax in 
the decision to accumulate. For the year 
1953, the government, relying on the au- 
thority of the Pelton Steel decision, could 
ignore the reasonable-business-needs issue since 
it is the theory of that case that the tax 
is assessable against a corporation for an 
accumulation for the purpose of avoiding 
surtax on its shareholders, regardless of the 
existence of any valid business reason for 
the accumulation. Under Pelton Steel, the 
only time reasonable business needs become 
a factor under Section 102 is when the gov- 
ernment attempts to rely on the presump- 
tion provided by Section 102(c), that an 
accumulation beyond the reasonable needs 
of the business is determinative of a pur- 
pose to avoid the surtax on shareholders. 
So if the government chooses not to rely 
on this presumption, then even though 
Section 534 puts the burden of proving 
accumulation beyond reasonable needs on 
the government, the question of reasonable 
needs would not come into the case. Under 
the Pelton Steel case, the question of whether 
or not the earnings and profits of a peti- 
tioner were permitted to accumulate beyond 
the reasonable needs of the business is not 
essential to a decision upholding the Com- 
missioner’s deficiency. 


However, for the year 1954 the result 
would be quite different. Under Section 534, 
the “accumulated earned income” is reduced 
by the amount which is retained for rea- 
sonable business needs. Thus, in order for 
there to be any accumulated earned income 
on which the penalty tax can be imposed 
in this hypothetical case, it would be essen- 
tial to find that all or some portion of the 
$100,000 adjusted taxable income for 1954 
was not retained for reasonable business 
needs. Under Section 534, the burden of 
proving that all or some portion of the tax- 
able income after adjustment was not re- 
tained for reasonable business needs is upon 
the Commissioner as regards the grounds 
alleged in the taxpayer’s 534(c) statement. 


This all-important distinction between Sec- 
tion 102 and Section 531 is not noted by 
the court in the Pelton Steel case and may 
import a similar limiting interpretation of 
Section 534 in its application to the year 
1954 and subsequent years. The stultifying 





* H. Rept. 1337, 83d Cong., 2d Sess. 
S. Rept. 1622, 83d ‘Cong., 2d Sess, (1954). 
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effect of the Pelton Steel case could be 
carried over into cases arising under the 
1954 Code in one of two ways. First, Sec- 
tion 534 provides that upon the taxpayer's 
compliance with Section 534(c), the burden 
of proof shall be placed on the Commis- 
sioner when the “deficiency [is] based in 
whole or in part on the allegation that all 
or any part of the earnings and profits have 
been permitted to accumulate beyond the 
reasonable needs of the business.” (Italics 
supplied.) If the Commissioner, in his defi- 
ciency, claimed only that the accumulation 
was for the purpose of avoiding the income 
tax on the shareholders, the court might 
then hold that Section 534 had no applica- 
tion whatsoever. Such an interpretation 
could only result from a complete disregard 
of the legislative history. In both the Sen- 
ate and House reports it is stated that Sec- 
tion 534 applies to any case in which there 
are “proposed deficiencies with respect to 
the accumulated earnings tax.” These re- 
ports do not limit Section 534 only to defi- 
ciencies based on unreasonable business 
accumulations but apply the section to all 
accumulated earnings tax cases. Congress 
certainly did not intend that the wording 
of the deficiency notice would control the 
burden of proof rules that it established. 


The second wav in which Section 534 
might effectively be read out of the Code, 
even as regards the taxable years 1954 and 
subsequent, would be to interpret Section 
534 as only requiring the Commissioner to 
show that an unspecified amount, no matter 
how slight, was accumulated beyond the 
reasonable business needs and then leave 
the burden upon the taxpayer to prove the 
amount reasonably accumulated for busi- 
ness needs and, thus, eligible as a credit 
against total accumulations. This approach 
would be analogous to that taken by the 
Commissioner and sustained in the courts 
in regard to entertainment and traveling 
expenses of self-employed persons. After 
the Cohan case “—in which the Second Cir- 
cuit held that where some travel and enter- 
tainment expénses were established, the 
Commissioner could not entirely disallow a 
deduction—the Commissioner allowed a mini- 
mal deduction and left the burden upon the 
taxpayer to justify any amount in excess of 
this minimum, So here the Commissioner 
could admit that some minimal, even nomi- 
nal, amount was accumulated for reasonable 
business needs and claim that the taxpayer 
had the burden of establishing his eligibility 
to any larger credit. This would again place 





18 Cohan v. Commissioner, 2 ustc { 489, 39 F. 
(2d) 540 (CCA-2, 1930). 
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the taxpayer under the same pressures, ex- 
penses and difficulties that Congress in- 
tended to alleviate by the enactment of 
Section 534. It is to be hoped that Congress 
removed this possibility by the construction 
placed upon Section 534 in the conference 
report,” which states: 


“The Senate amendment provides that 
the shift in the burden of proof under sec- 
tion 534 from the taxpayer to the Govern- 
ment applies not only in determining whether 
the earnings and profits of the corporation 
have been permitted to accumulate beyond 
the reasonable needs of the business, but 
also in determining the extent to which the 
earnings and profits of a corporation have 
accumulated during the taxable year beyond 
the reasonable needs of the business.” 


Only by ignoring this clear Congressional 
declaration of intent would it be possible 
to reach the conclusion that the burden 
remains with the taxpayer under Section 
534 to prove the amount of the credit allow- 
able under Section 535(c). 


In Breitfeller Sales, Inc., the court decided 
for the taxpayer on the merits but again 
ducked a decision on burden of proof. This 
was a Section 102 case in which the tax- 
payer had filed a statement in conformance 
with Section 534(c). The parties had agreed 
that no tax was due if the accumulations 
were for reasonable business needs. The 
issue of burden of proof on business needs 
was thus clearly delineated, and the Pelton 
Steel reasoning could not be used. Never- 
theless, the court simply concluded that the 
accumulation was for reasonable business 
needs and that it had reached this decision 
without determining who had the burden 
of proof. 


In the light of the court’s present refusal 
to rule on pretrial motions and the court’s 
opinions in Pelton Steel Casting Company 
and Breitfeller Sales, Inc., there is little basis 
for optimism as to the future of Section 534. 
Nevertheless, I am hopeful that the court 
will not attempt to reach a strained inter- 
pretation of Section 534 but will give to it 
the effectiveness Congress intended. It seems 
to me that this could best be done by re- 
quiring the Commissioner, upon the filing 
by the taxpayer of a statement which clearly 
sets forth his grounds and the facts to show 
the basis thereof, to bear the burden of 
proving to what extent, if any, the accu- 
mulated earnings and profits exceed the 
business needs of the corporation. 


1” H. Rept. 2543, 83d Cong., 2d Sess. (1954). 
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If the Tax Court, by whatever reasoning, 
seriously circumscribes Section 534, then 
the taxpayers’ recourse must be to the 
courts of appeals or back to Congress. To date, 
any effective appeal on the issue of burden of 
proof has been frustrated by the nature of 
the decision. The interlocutory motions are, 
of course, not appealable and, in any event, 
were not on the merits. In Breitfeller, the 
decision was for the taxpayer. In Pelton 
Steel, the court concluded by stating that if 
the burden were on the government and if 
the issue of reasonable business needs must 
be resolved, then the court found that the 
government had sustained its burden on 
these facts. This case is now on appeal to 
the Seventh Circuit, but even if that court 
should hold for the taxpayer, it is improb- 
able that the reversal would be based on 
the burden of proof issue. 


If the present trend continues, it may be 
necessary to return to Congress for new 
legislation to remove the obstacles that the 
Tax Court has constructed. Such legislation, 
if it becomes necessary, should make it clear 
that the statement required is no more than 
a clear, concise statement of grounds and 
the facts supporting such grounds in a man- 
ner similar to the statement of facts in a 
petition. Such legislation should provide 
that the submission of such a statement will 
be presumed to be sufficient for purposes of 
shifting the burden of proof, unless the gov- 
ernment by an interlocutory motion chal- 
lenges the sufficiency. Upon the presentation 
of such an interlocutory motion, the court 
shall pass upon the sufficiency of the state- 
ment and decide the issue of burden of proof. 


In any event, in cases where the bur- 
den is upon the Commissioner, he should 
be required to prove not only an excess of 
accumulated earnings and profits over the 
reasonable needs of the business, but also 
the amount of this excess. Section 534 is 
now limited in application to the Tax Court. 
If new legislation becomes necessary, then 
consideration should be given to broadening 
Section 534 so that it would be applicable 
to cases arising in any forum. If it is sound 
policy, for the reasons cited by Congress, to 
place on the Commissioner the burden of 
proving the amount of the accumulation 
beyond the reasonable business needs in 
cases before the Tax Court, it would be 
equally sound to place this burden on him 
in cases before the district courts and the 
Court of Claims. The taxpayer’s choice of 
forum should not control the burden of proof. 








955 








At the present time, the taxpayer and his 
counsel may well debate the sagacity of 
submitting a statement at all, particularly 
under 102 cases, since it provides the gov- 
ernment with detailed information of the 
taxpayer's case without apparently bringing 
any advantage to the taxpayer. However, 
on balance and considering the unsettled 
state of the law, it would seem advisable 
to submit a statement conforming to Sec- 
tion 534(c) so that the taxpayer will be in 
a position to demand both before the Tax 
Court and the court of appeals, if necessary, 
that the Commissioner accept the burden 
of proving what portion, if any, of the ac- 
cumulation is beyond the reasonable needs 
of the business. It is also advisable that 
this statement be incorporated in or annexed 
to the petition, as the Commissioner has 
contended in at least one case that absent 
the statement in the pleadings, the issue of 
burden of proof was not properly before 
the court.” 


* Barrow Manufacturing Company, Inc., cited 
at footnote 11. 





Conclusion 


It is hoped that the alarm resulting from 
the Pelton Steel decision and from the denial 
of motions requesting rulings on the burden 
of proof will prove to be unjustified, as was 
true, for example, in the first World Pub- 
lishing Company™ case. You will recall in 
that case the Tax Court held that contem- 
plated but uncommenced plant expansion 
would not justify an accumulation of earn- 
ings and profits. Subsequent cases refused 
to apply this doctrine. However, if the Tax 
Court continues to undercut Section 534 and 
if the Pelton Steel decision or some other 
interpretation of Section 534 results in an 
effective nullification of the burden of proof 
rule in its application to cases arising under 
the Internal Revenue Code of 1954, then 
new legislation may be the only recourse 
to re-establish what Congress believes it 
had accomplished by Sections 534 and 535. 


[The End] 


148-2 ustc { 9346, 169 F. (2d) 186 (CA-10), 
aff’g 47-1 vustc { 9280, 72 F. Supp. 886 (DC 
Okla.); cert, den., 335 U. S. 91) (1949). 





Current Developments 
Affecting Loss Corporations 


By ALBERT E. ARENT 


Mr. Arent is a member of 
the Washington, D. C. law firm of 
Berge, Fox and Arent. 


WO YEARS AGO I delivered an ad- 

dress on the tax aspects of buying loss 
corporations under the 1954 Code.’ At that 
time, only one year had passed since the 
enactment of the 1954 Code and no regu- 
lations had been issued on its pertinent 
sections, namely Sections 269, 381 and 382. 
The regulations have still not been issued, 
even in proposed form, Of these three sec- 
tions of the law, Sections 381 and 382 are 
new in the 1954 Code, while Section 269 





1 Arent, “‘Tax Aspects of Buying Loss Corpo- 
rations Under the 1954 Code,"’ 33 TAxes 955 
(December, 1955). 

257-1 usrc § 9691, 353 U. S. —, 
{ 9216, 229 F. (2d) 220 (CA-8). 
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corresponds to Section 129 of the 1939 Code. 
The current developments that raise ques- 
tions under the 1954 Code had arisen under 
the provisions of the 1939 Code. 

So far as Sections 381 and 382 are con- 
cerned, I see no reason to change my views 
of two years ago, notwithstanding the recent 
Supreme Court decision in Libson Shops, Inc. 
v. Koehler’? Because of the fears aroused 
by this decision, I will discuss the case at 
some length. So far as Section 269 is con- 
cerned, the decision of the Court of Appeals 
for the Fourth Circuit in Coastal Oil Storage 
Company v.4Commissioner® takes an approach 
which, although previously recognized as 
a possibility, was considered unlikely two 
years ago. This case does seriously affect 


*57-1 ustc § 9518, 242 F. 2d 396 (CA-4), rev’g 
(on Sec. 129) and aff’'g (on Sec. 15(c)) CCH 
Dec. 21,652, 25 TC 1304 (1956). 
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the outlook for loss corporations and will 
also be discussed here at some length. 

At the outset let me briefly summarize 
my analysis of the loss corporation problem 
two years ago. 

First, there appeared to be no problem 
where persons acquire ownership of a loss 
corporation and, by pouring resources and 
skill into its operation, succeed without a 
change in its type of business or location 
in making it a profitable venture, free of 
income tax burdens until the loss carry-over 
is exhausted. A change of ownership with- 
out a change of business, even though new 
skills and resources are diverted to the 
old business, still appears free of attack. 

Second, it appeared two years ago that 
where there was no change of ownership, 
it was unobjectionable to acquire new 
profitable lines of business. However, we 
now have to consider whether the addition 
of new businesses, even without any change 
of ownership, will pose a problem as a re- 
sult of the Supreme Court decision in Libson 
Shops. 

Third, two years ago most of our at- 
tention was devoted to the problem of a 
change of ownership plus either a change 
of business or the addition of new lines of 
business. Congress had directed its attention 
to this situation in Section 381 and 382 of 
the 1954 Code. 


Statutory Pattern 

Section 381 affirmatively allows the trans- 
fer of a loss carry-over where one corpo- 
ration’s business is transferred to another, 
provided the transfer is accomplished in 
certain ways. One of these is the tax-free 
liquidation of a subsidiary corporation into 
its parent corporation under Section 332, 
except in those cases of a purchased sub- 
sidiary where the statutory enactment of the 
Kimbell-Diamond rule applies. Another way 
the new law allows the transfer of the 
carry-over is through a reorganization de- 
scribed in Clause (A), (C), (D) or (F) of 
Section 368(a)(1). These reorganizations 
are statutory mergers and consolidations, 
the transfer of substantially all of the assets 
of one corporation for voting stock of an- 
other, the transfer of all or part of the 
assets of one corporation for controlling 


stock in another (provided, however, that 
such stock is distributed to the shareholders 
of the transferor), or a mere change in 
identity, form or place of organization. 
These reorganizations, of course, are sub- 
ject to a number of judicial rules, such as 
continuity of business enterprise, continuity 
of interest, business purpose and so forth. 


Section 382(b) adds another requirement 
so far as the loss carry-overs in such reor- 
ganizations are concerned. The shareholders 
of the loss corporation, as such, must re- 
ceive 20 per cent of the stock of the suc- 
cessor corporation. If they do not, then the 
loss carry-over is proportionately disallowed. 
For example, if they acquire only 19 per 
cent ownership, then 5 per cent of the loss 
carry-over is disallowed; if they acquire 
18 per cent ownership, then 10 per cent 
of the loss carry-over is disallowed. 


Section 381 does not apply to a change 
of ownership caused by a Clause (B) reor- 
ganization, that is, where the shareholders 
of the loss corporation exchange its stock 
for voting stock of another corporation 
which, after the exchange, has 80 per cent 
control of the loss corporation; nor does 
it apply to a change of ownership through 
a Section 351 transaction, that is, where the 
new owner has 80 per cent or more control 
after a transfer directly to the loss corpo- 
ration for stock issued to the new owner. 
Similarly, Section 381 does not apply to a 
transfer of ownership through a recapitali- 
zation that comes within Clause (E) of 
Section 368(a)(1); for example, where the 
loss corporation issues stock to bondholders 
in exchange for their bonds. In each of 
these cases the loss corporation remains 
as a separate entity and remains entitled to 
its own loss carry-over. These transfers 
are tax free.’ Each of them involves the 
acquisition of stock with a substituted basis, 
and, therefore, these transactions do not 
constitute a change of ownership by pur- 
chase as defined in Section 382.° Accord- 
ingly, I was of the opinion two years ago 
that a change of ownership resulting from 
a Section 368(a)(1)(B) exchange or a Sec- 
tion 351 transfer would not invoke the 
application of Section 382. Nothing has 
since occurred to raise any doubt on this 
point. 








*Section 381(a)(1) allows the carry-over in 
the case cof a liquidation under Sec. 332—relat- 
ing to the liquidation of a subsidiary corpora- 
tion where the parent corporation controls the 
subsidiary within the meaning of that section 
—except in a case in which the basis of the 
subsidiary’s assets in the hands of the parent 
is determined under Sec. 334(b)(2), the statu- 
tory enactment of the rule in Kimbell-Diamond 


Federal Tax Conference 





Milling Company, CCH Dec. 17,454, 14 TC 74 


(1950), aff'd 51-1 ustrc $9201, 187 F. (2d) 718 
(CA-5). 

5 See Secs. 351, 354 and 361. Boot, of course, 
is taxable. 


* Section 358 provides for a substituted basis 
in the case of an exchange which is tax free 
under Sec. 351, Sec. 354 or Sec. 361. 
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Section 382(a) disallows entirely any loss 
carry-over if there is a change of ownership 
and a discontinuance of the same business 
within the meaning of that section. A 
change of ownership is deemed to occur 
if, at the end of any taxable year, the ten 
largest stockholders, directly or through 
constructive ownership, have increased their 
stock ownership by 50 percentage points 
or more over their ownership at the be- 
ginning of that taxable year or the preced- 
ing year. 

Section 382(a) disallows the carry-over 
only where this change of ownership takes 
place through a purchase of stock, Pur- 
chase is defined as an acquisition in which 
the basis of the stock is determined solely 
by cost.’ This definition excludes all of the 
exchanges which are wholly or partially tax 
free, that is, all exchanges which would 
result in whole or in part in a transferred 
or substituted basis for the acquired stock. 
Furthermore, the purchase must be from 
a person whose stock ownership would not 
be attributed to the purchaser under the 
constructive ownership rules of Section 


318. 


As indicated, Section 382(a) does not 
apply solely on the basis of the change of 
stock ownership. It also requires that the 
corporation fail to continue to carry on a 
trade or business substantially the same as 


* Sec. 382(a) (4). 

’ These rules are extremely broad. Literally 
applied they could exclude many transactions 
from the rules of Sec. 382. For example, Mr. A 
owns all of the stock of A Corporation, a loss 
corporation. He also owns one share of stock 
in American Telephone and Telegraph Company. 
Under Sec. 318 A T & T is deemed to own all 
of the A Corporation’s stock, and it could pur- 
chase this stock without invoking Sec. 382. I 
suggested two years ago that it would not be 
wise to rely upon extreme applications of Sec. 
318 in order to avoid Sec. 382. I still believe 
that it is best to await further expressions of 
the administrative view on whether there are 
any reasonable limits to the extended applica- 
tion of the literal provisions with respect to 
constructive ownership. 

®* The provision that the loss carry-over will 
be disallowed only if there is a failure to con- 
tinue the old business was not present in the 
House bill, but was added by the Senate. The 
Senate Finance Committee Report on H. R. 
8300 (83d Cong., S. Rept. 1622, p. 285) describes 
this provision as follows: 

‘‘Subparagraph (C) contains the third condi- 
tion which must be met before the limitation in 
subsection (a) is applicable. It provides that if 
the corporation has not continued to carry on a 
trade or business substantially the same as 
that conducted immediately before any change 
in the percentage ownership of the fair market 
value of the stock, the condition in subpara- 
graph (C) is met, The change in percentage 
ownership refers to an increase which would be 
counted under subpiragraphs (A) and (B) in 
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that conducted before the change in owner- 
ship. Two years ago a good deal of at- 
tention was given to this requirement of 
continuity of business; the only test that 
appeared applicable in determining what a 
trade or business is was that provided in 
the regulations under Section 355, relating 
to spin-offs. That still is the only test 
available to us, The committee report in- 
dicated a very broad approach to what a 
substantial change of business is under Sec- 
tion 382.° Of course, this must be taken 
into account in considering the application 
of the section. However, I pointed out. two 
years ago, and still believe, that in many 
kinds of business some of the changes sug- 
gested in the committee report, such as a 
change of location, may have very little 
significance. Perhaps the regulations will 
draw more realistic lines than appear in 
the committee report. 


It should again be noted that Section 382 
is expressed only in terms of a continuation 
of a prior business. It is silent as to the 
addition of a new business. The committee 
report expressly states that if the old busi- 
ness is continued, the addition of new busi- 
nesses will not invoke the statute.” 


The other statutory section considered 
two years ago was Section 269 of the 1954 
Code. This section corresponds to Section 
129 of the 1939 Code, and I shall use the 





determining whether the 50 percentage point in- 
erease has been reached. If, as a result of such 
an increase, the corporation shifts from one type 
of business to another, discontinues any except 
a minor portion of its business, changes its 
location, or otherwise fails to carry on sub- 
stantially the same trade or business as was 
conducted before such an increase, then the 
condition in subparagraph (C) is met.” 

” Note that in the previous quotation from 
the Senate Finance Committee Report the phrase 
“shifts from one type of business to another’’ 
is used. In addition, the caption of Sec. 382(a) 
in the Code, as revised by the Senate Finance 
Committee, reads as follows: 

‘‘(a) Purchase of a Corporation and Change 
in Its Trade or Business.’’ (Italics supplied.) 

There is no reference to a ‘‘shift’’ or ‘‘change’’ 
of business in the language of the section itself, 
which incorporates the Senate Amendment as 
follows: 

“(C) such corporation has not continued to 
carry on a trade or business substantially the 
same as that conducted before any change in 
the percentage ownership of the fair market 
value of such stock.’’ (Italics supplied.) 

Any possible ambiguity is resolved by the 
Conference Committee Report, which empha- 
sizes the'statutory language as requiring con- 
tinuation of business, whether or not a new 
business is added. The Conference Committee 
Report (83d Cong., H. Rept. 2543, pp. 39-40) 
contains the following description of the Senate 
amendment and of the House action thereon: 

“The Senate amendment modified the limita- 
tion in the House bill and added a new limita- 
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two section numbers interchangeably. It 
is directed at transfers to evade or avoid 
tax by securing the benefit of some deduc- 
tion, credit or allowance which would not 
otherwise be available. A loss carry-over 
may be disallowed if this avoidance was 
the principal purpose of the transaction. 
Two years ago the cases discussing this 
section could be found only in the Tax 
Court.“ That court had been quite ready 
to find business purposes other than tax 
avoidance, and the judicial climate was not 
favorable to the application of this section. 
Shortly thereafter, however, the Tax Court 
in the American Pipe and Steel case” found 
tax avoidance as the principal purpose, in 
the face of the usual recitation of plausible 
business purposes, and applied this section 
in a consolidated return situation. When 
I discussed Section 269 two years ago, the 
Tax Court had taken the position that the 
section applied only to the person who ob- 
tained the loss carry-over deduction in the 
transaction, and not to the loss corporation 
which already had the deduction. However, 
that construction of the statute was rejected 
this year by the Fourth Circuit in the Coastal 
Oil case. 


Thus, we are concerned in this field of 
loss corporations with the sweep of two 
decisions, Libson Shops and Coastal Oil. Let 
us consider Libson Shops first. 


Libson Shops Under 1939 Code 


The Libson Shops case involved the sur- 
viving corporation in a merger of 17 corpo- 
rations: 16 retail stores and a management 
company. All had been owned directly or 
indirectly by the same interests in the same 
proportions. Three had loss carry-overs, 
which the surviving corporation sought to 
take, even though the particular three stores 


produced no profits during the years in 
dispute. There is a specific provision in 
paragraph (3) of Section 382(b) of the 1954 
Code which, because of the common control, 
would allow these carry-overs to the sur- 
viving corporation without regard to the 
20 per cent ownership test. The case, how- 
ever, arose under the 1939 Code. The Su- 
preme Court held that the carry-overs were 
not available to the surviving corporation. 
The reason for this was that carry-overs 
produced by one busincss enterprise cannot 
be applied against profits produced by an- 
other business enterprise.” 


How did this multiple corporation case 
arise under the 1939 Code, which has no 
provision corresponding to Section 381? The 
answer requires a little history. The earliest 
case I have found in which the Supreme 
Court considered an attempt to match 
losses of one company against profits of 
another is Woolford Realty Company, Inc. v 
Rose.“ This is a consolidated return case 
which arose before the consolidated return 
regulations had any provisions disallowing 
carry-overs from separate return years. In 
this case the parent acquired the subsidiary 
in 1927 and sought to carry over to the 
consolidated return for 1927 the losses of 
the subsidiary for 1925 and 1926, Since 
the statute was silent, the Court was able 
to apply its own rule. 


In denying the carry-over, Justice 


Cardozo said: 


Mr. 


“What it claims is a right to deduct the 
losses that were suffered in earlier years 
when the companies were separate. To 
such an attempt the reaction of an impartial 
mind is little short of instinctive that the 
deduction is unreasonable and cannot have 
been intended by the framers of the statute. 
Analysis of the section shows that there 





(Footnote 10 continued) 

tion which was applicable in certain nontaxable 
reorganizations. In the case of a 50 percent 
or more change of ownership by reason of a 
purchase or redemption of stock, the Senate 
amendment completely eliminated the net oper- 
ating loss carryovers provided the corporation 
did not continue to carry on a trade or business 
substantially the same as that conducted before 
the change of ownership. If the corporation 
continued to carry on substantially the same 
trade or business, the limitation would not be 
applicable even though the corporation also 
added a new trade or business. 

“The effect of the action recommended in 
the accompanying conference report would be 
to accept the text of section 382, as contained 
in the Senate amendment, with two changes.”’ 
(These changes were the addition of paragraphs 
4, 5 and 6 to Sec. 382(a), which provisions are 
not relevant to the instant question.) 

41 See article cited at footnote 1, at pp. 960-961. 
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2% American Pipe and Steel Corporation, CCH 
Dec. 21,352, 25 TC 351 (1955), aff'd, 57-1 ustc 
{ 9590, 243 F. (2d) 125 (CA-9). 

% The Court's opinion contains the following 
statements: 

‘“‘However, we find it unnecessary to discuss 
this issue [whether the same taxpayer is in- 
volved] since an alternative argument made by 
the Government is-dispositive of this case. The 
Government contends that the carry-over privi- 
lege is not available unless there is a continuity 
of business enterprise. 

“The requirement of a continuity of business 
enterprise as applied to this case is in accord 
with the legislative history of the carry-over 
and carry-back provisions. ; 

‘‘We conclude that petitioner is not entitled 
to a carry-over since the income against which 
the offset is claimed was not produced by sub- 
stantially the same businesses which incurred 
the losses.’’ 

43 ustc { 938, 286 U. S. 319 (1932). 
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is no gap between what they wrote and 
what in reason they must have meant.” ” 


Two years later, in 1934, the Supreme 
Court decided New Colonial Ice Company, 
Inc. v. Helvering.” This involved the trans- 
fer of the assets and business of a loss 
corporation to a new corporation formed to 
take over the assets and business. The 
transfer had been accomplished through a 
tax-free reorganization. Although the loss 
corporation continued in existence for two 
years after the tax-free exchange of assets, 
it did not in fact engage in a new business. 
Thus, unlike Woolford Realty, this involved 
a change of corporations but only one busi- 
ness. The Supreme Court pointed out that 
the statute allowed the carry-over only to 
the “taxpayer.” It held that the successor 
in the reorganization was not the same 
“taxpayer” as the loss corporation, and, 
therefore, the carry-over was not allowable. 
The New Colonial Ice case was accepted for 
many years as prescribing the rule that loss 
carry-overs were allowable if, but only if, 
the same corporate entity was involved, 
that is, a corporation operating under the 
same charter. 

Stanton Brewery, Inc. v. Commissioner ™ in 
the Second Circuit was the next develop- 
ment in this area. This case involved a 
statutory merger of a holding company and 
its wholly owned operating subsidiary. The 
argument in the court was which of the 
two companies was the surviving company. 
In other words, the New Colonial case was 
being applied, but there was a serious ques- 
tion as to which company disappeared and 
which survived. If the loss company was 
the surviving company, the theory of the 
case was that it would be entitled to its 
own losses, despite the addition to it of 
the other company. The Second Circuit 
took the legalistic approach that in a mer- 
ger, both corporations continued _ their 
existence within the framework of the sur- 
viving corporation, Therefore, both corpo- 
rations were the surviving corporation, and 
the losses of either could come over to the 
survivor. 

The Stanton Brewery case opened the 
question as to when the loss carry-over 
would be available in a merger or con- 
solidation. It still appeared clear that the 
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loss carry-over was not allowable in other 
types of reorganizations or tax-free ex- 
changes, where the taxpayer that produced 
the losses technically ceased its existence, 
such as the liquidation of a wholly owned 
subsidiary.” However, conflicting decisions 
arose with respect to mergers and con- 
solidations. Two extreme cases were pre- 
sented to the Supreme Court, the Libson 
Shops case, cited at footnote 2, and New- 
market Manufacturing Company v. U. S.” 

I have described the Libson Shops case 
as involving the merger of 17 corporations 
owned by the same interests. The New- 
market case involved a Massachusetts cor- 
poration which migrated from Massachusetts 
to Delaware. It did this by setting up a new 
Delaware corporation and then merging 
with the new corporation. Its business, its 
stockholders and all the essentials of its 
corporate life remained the same, except 
for the state of its charter. The district 
court denied a carry-back of losses sustained 
by the Delaware corporation to the former 
Massachusetts corporation, but the court 
of appeals reversed the district court and 
allowed the carry-back, The Supreme Court, 
after denying the benefit of the carry-over 
in the Libson Shops case, rejected the peti- 
tion for certiorari in the Newmarket case and 
left standing the First Circuit opinion which 
allowed the carry-back.” 


The distinction between the two cases 
is that Libson Shops involved the amalga- 
mation of several business enterprises, which 
formerly reported on separate returns, while 
Newmarket involved a change in the charter 
of only one business enterprise. This in- 
sistence upon the same tax-reporting busi- 
ness enterprise was stressed in the government’s 
brief in the Libson Shops case. The Second 
Circuit in the Stanton Brewery decisions had 
noted that the case before it involved a 
single continuing business enterprise; the 
First Circuit had noted this same factor in 
the Newmarket case,” distinguishing on this 
basis the Eighth Circuit’s Libson Shops de- 
cision. The Supreme Court, in affirming 
the Eighth Circuit, stated in a footnote that 
it was not passing on t!:e case of a single 
corporation which changed its business, 
citing a number of extreme cases where 
the only continuity present was that of the 
corporate charter, that is, cases where there 





16 Cited at footnote 14, at p. 330. 

16 4 ustc § 1292, 292 U. S. 435. 

17 49-2 ustc { 5941, 176 F. (2d) 573. 

% Cf. Standard Paving Company v. Commis- 
sioner, 51-2 ustc { 9376, 190 F. (2d) 330 (CA-10). 

55-1 ustc { 9376, 130 F. Supp. 706 (DC 
Mass.), rev'd, 56-1 uste { 9540, 233 F. (2d) 493 
(CA-1), cert. den., June 3, 1957. 


* The Libson Shops opinion was announced 
on May 27, 1957, and certiorari was denied in 
the Newmarket case on June 3, 1957. 

21 Case cited at footnote 17, at p. 577. 

2 Case cited at footnote 19, at p. 497. 
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was both a change of ownership and a 
change of business.” The Court went out 
of its way to point out that the 17 Libson 
corporations had not filed consolidated re- 
turns prior to their merger, and it dis- 
tinguished another loss case on the ground 
that it involved corporations which had 
filed consolidated returns.” In the light of 
its background, the Libson Shops case ap- 
pears to be directed only to the problem 
of multiple tax entities, standing simply 
for the principle that where corporations 
are merged, the tax entity for loss carry- 
over purposes is not strictly the legal entity, 
but rather the business enterprise which 
had previously established itself as a tax- 
reporting unit. 


Libson Shops Under 1954 Code 


For reasons which will be elaborated 
later, I do not believe this concept can 
properly be carried over to years governed 
by the 1954 Code. Let me merely mention 
now that the Court specifically points out 
in a footnote that the key words upon which 
its decision turns—“the taxpayer’—have 
been omitted from “the new provisions of 
the Internal Revenue Code of 1954 relating 
to carry-backs and carry-overs after cor- 
porate acquisitions of assets of another cor- 
poration,” citing Sections 381 and 382.* In 
the same vein the government's brief in 
opposition to the writ of certiorari had 
argued that the issue presented had “lost 
much of its importance by reason of changes 
enacted in the Internal Revenue Code of 
1954.” 


Why, then, has the Libson Shops decision 
provoked so much discussion and aroused 


so many fears concerning its possible im- 
pact upon loss corporations? I believe it 
is principally because of the possibility, 
however remote and unwarranted, that the 
Commissioner may use the decision as justi- 
fication for reading into the current law an 
overriding doctrine that. operating losses 
are usable only against the profits of the 
same business, meaning thereby substantially 
the same enterprise which produced the 
losses. The Commissioner’s dislike of any 
change in the business of the loss corpo- 
ration is well illustrated by the 7. V. D. 
case.” In this case a loss corporation ac- 
quired a very profitable business from an- 
other corporation. The Commissioner, without 
abandoning the possibility of attacking the 
loss corporation in a separate proceeding, 
did not in this case directly attack the loss 
corporation’s use of its carry-over. What 
he did attempt to do was to treat the profits 
of the acquired business as still belonging 
to the old corporation which had sold the 
business and to tax these profits to the old 
corporation, This attempt was unsuccessful, 
there being no authority for taxing to its 
former owner the profits of a transferred 
business. The Commissioner’s attempt to 
do this may, however, indicate such an 
aggressive attitude toward the use of loss 
carry-overs to offset profits of a different 
business as would spark an effort to extend 
the Libson Shops opinion as far as possible. 


You will recall the Woolford Realty case 
where Mr. Justice Cardozo spoke of an 
“instinctive” reaction against the deduction. 
I believe it would be helpful to spend a 
minute in examining the various reasons 
for the reaction against the propriety of 





°3 Footnote 9 of the opinion, cited at footnote 
2, reads as follows: 

“We do not pass on situations like those 
presented in Northway Securities Co. v. Com- 
missioner, 23 B. T. A. 532 [CCH Dec. 7003]; 
Alprosa Watch Corp. v. Commissioner, 11 T. C. 
240 [CCH Dec. 16,559]; A. B. & Container Corp, 
v. Commissioner, 14 T. C. 842 [CCH Dec. 
17,641]: W A G B, Inc. v. Commissioner, 19 
T. C. 249 [CCH Dec. 19,301]. In these cases a 
single corporate taxpayer changed the character 
of its business and the taxable income of one 
of its enterprises was reduced by the deductions 
or credits of another.”’ 

The Commissioner has on occasion attacked 
such cases on the ground that the court should 
deem the entity to be a new entity because of 
such change. In A. B. & Container Corporation, 
CCH Dec. 17,641, 14 TC 82 (1950), the Tax 
Court rejected this approach, calling it a 
‘strange position’’ of the Commissioner, and 
the Commissioner has acquiesced in this deci- 
sion. (acq., 1950-2 CB 1.) However, a year 
before the Libson Shops case, the Court of 
Appeals for the Third Circuit in American Well 
é Prospecting Company v. Commissioner, 56-1 
ustc { 9388, 232 F. (2d) 934 (CA-3), adopted 
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the position that there must be a continuity of 
some business, if not necessarily the same 
business. 

* Footnote 7 of the opinion, cited at foot- 
note 2, contains the following statement: 

“Koppers Co. v. United States, 134 Fed. Supp. 
290 [55-2 ustc { 49,153], also involves a situa- 
tion in which the corporation resulting from 
the merger carried on essentially the same tax- 
able enterprise as before, since the merged cor- 
porations had been filing consolidated tax 
returns.” 

The Court was apparently unaware of the 
approach long taken in the consolidated return 
regulations allowing new profitable corporations 
to be added to the affiliated group without any 
effect on the carry-over of a prior consolidated 
loss. See Regs, Sec. 1.1502-31(a)(1), (2) and 
(3). The limitations of Regs. Sec. 1.1502-31 
(b)(3) do not apply to the carry-over of the 
affiliated group from a prior consolidated re- 
turn year. 

* Case cited at footnote 2, at footnote 2 of 
the opinion, 

*% The T. V. D. Company, CCH Dec. 22,271, 
27 TC —, No. 108 (1957). 
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deductions in these cases. We are dealing 
here with two intangibles. One is a loss 
carry-over, a computation based on prior 
years’ experience, which Congress has al- 
lowed as a means for reducing the current 
year’s tax. The other intangible is a corpo- 
ration, a creature of law.” When a corpo- 
ration seeks to take a loss carry-over, the 
intangible nature of the corporation causes 
some concern as to whether the right per- 
sons are getting the benefits intended by 
the statute. Where the same corporation 
is owned by the same people and is in the 
same line of business, no one could object. 
There has been no change from those who 
sustained the loss. Suppose, however, that 
any of these three elements change: that 
the stockholders who own the corporation, 
and really are the economic beneficiaries 
of its activities, change to a new group of 
owners; that the corporation itself changes 
by obtaining a different charter; or that 
its business changes. The economist un- 
doubtedly considers the change of owner- 
ship most important; the lawyer would 
consider the change of legal entity most 
important; and most businessmen and ac- 
countants would consider the trade or busi- 
ness which produced the loss as being the 
essential element necessary for continuity.” 


After the New Colonial Ice Company de- 
cision, the approach had been that of the 
lawyer. The question in each case had been 
only whether the corporation was the same 
taxpayer, that is, the same corporate entity.” 
This is consistent with the approach in the 
noncorporate field. For example, a partner 
may use his share of the net operating loss 
of a partnership business against any of his 
other income for the same year or, if in 
excess of such income, against any income 
of any kind that he has in the next year.” 

* The brief filed as amicus curiae by the New- 
market Manufacturing Company in the Libson 
Shops case contains, at p. 13, the following 
description of a corporation: 

“As Henderson long ago indicated, a corpora- 
tion is an aggregate of legal attributes invested 
with a single name. See Henderson, The Posi- 
tion of Foreign Corporations in American Con- 
stitutional Law 165-168 (1918). Cf. Gray, The 
Nature and Sources of the Law 50-57 (2d ed. 
1948); Dewey, The Historic Background of Cor- 
porate Legal Personality, 35 Yale L. J. 655 
(1926). The phrase ‘corporate entity’ is a con- 
venient verbalism for summarizing what Chief 
Justice Marshall called the ‘qualities and 
capacities’ conferred by law. Cf. Dartmouth 
College v. Woodward, 4 Wheat. 518, 636 (1935). 
At the very least, then, the ‘entity’ continues 
as long as the attributes continue unimpaired.”’ 

** For a more detailed discussion of these ap- 
proaches, see Arent, ‘‘Problems in Acquiring 
Closely-Held Loss Corporations,’’ Proceedings of 
New York University Fifteenth Annual Institute 
on Federal Taxation, p. 453. 
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This approach may not appear entirely 
logical to an accountant or businessman, 
who is accustomed to look at each business 
as a going entity which stands on its own 
feet. This going business is the entity that 
produces profits or losses, and if continuity 
is required, it should be continuity of the 
going business. Congress, in the Excess 
Profits Tax Act of 1950, recognized this 
approach when it permitted a purchased 
business to carry its base-period experience 
(a tax credit similar to loss carry-over) 
over to the purchasing corporation.” 


The legal approach of treating the corpo- 
ration as an entity separate from its stock- 
holders can be troublesome when one sees 
the stockholders dealing in the stock owner- 
ship solely by reason of some tax benefit 
which has been built into the corporation.” 
However, this objection may be superficial. 
Since the objection depends upon identify- 
ing the stockholders with the corporation, it 
should be recognized that when the corpo- 
ration sustained its losses, the stockholders 
were the real economic losers. Accordingly, 
the fact that they attempt to recoup their 
losses through exchanges or sales of the 
corporate stock should not appear to be 
such an improper benefit from the statutory 
provisions for carry-overs.” 


In any event, the only approach that has 
a long history is the legal approach of look- 
ing only to the corporate entity. The ap- 
proaches based upon stock ownership and 
continuity of business have only recently 
been considered and have not been con- 
sidered thoroughly. In the 1954 Code Con- 
gress has expanded the legal approach by 
affirmatively permitting carry-overs from 
one entity to another under Section 381. 
At the same time, it has in part adopted 





2 Another element discussed in Stanton Brew- 
ery and other change-of-charter cases was 
whether the corporation in the profit year was 
subject to all of the liabilities of the loss year. 
This argument was made to show that the con- 
tinuance of the legal liabilities meant a continu- 
ance of the legal person, despite the change in 
the charter. There have been change-of-charter 
cases recognized by the Internal Revenue Serv- 
ice as involving the continuation of the same 
corporate person, such as reincorporation upon 
the expiration of the corporate charter. Cf. 
G. C. M. 24423, 1945 CB 145; Rev. Rul. 54-269, 
1954-2 CB 114. 

*See 1939 Code Sec. 189; Regs. 
39.189-1; 1954 Code Secs. 702 and 703. 

*1 1939 Code Sec. 474. 

%See Tarleau, ‘‘Acquisition of Loss Com- 
panies,’ 31 TAxeEs 1050 (December, 1953). 

% Cf. Tarleau, ‘‘Difficulties Faced by Taxpayer 
Trying to Take Advantage of a Loss Carry- 
Over,"’ 4 Journal of Taxation 91 (February, 
1956). 


118, Sec. 
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the economic approach by requiring a 20 
per cent continuity of ownership in the 
case of mergers and other reorganizations 
to which Section 381 applies.“ In addition, 
in the single corporation case, it requires 
both an economic and an accounting change, 
that is, change of ownership and change of 
business, before it demands the disallowance 
of the carry-over.” 


It is evident that there is no one approach 
on which most people would agree as a 
matter of moral or economic right. In the 
absence of any specific expression of Con- 
gressional intent in the 1939 Code, the Su- 
preme Court in Libson Shops expressed its 
“instinctive” reaction against the allowance 
of the loss carry-overs by moving away 
from the more traditional legal-entity ap- 
proach in the general direction of a business- 
entity approach. In so doing it may have 
brought harmony to the cases under the 
1939 Code, but there is no need for the 
Libson Shops concept under the 1954 Code 
where Congress has provided its own test. 
In Section 381, Congress did away with the 
sole-taxpayer test that concerned the Court 
in Libson Shops. The application of the 
Libson Shops decision to reorganizations and 
changes of ownership covered by Sections 
381 and 382 would run counter to the spe- 
cific rules adopted by Congress.” Even a 
less ambitious application of the decision, 
which would treat the infusion of new enter- 
prises as preventing a continuation of the 
same business within the meaning of Sec- 


tion 382(a), would override specific indi- 
cations of a contrary intention in the 
committee reports.” 


Nevertheless, it must be recognized that 
the Commissioner may attempt to expand 
the Libson Shops decision into a new 
doctrine that the loss carry-over may be 
taken only against the profits of the same 
business that produced the loss, even in 
the single corporation case and even under 
the 1954 Code. In the single corporation 
case, this requires expanding the doctrine 
into an area which the Court itself said it 
was not passing upon.” Under the 1954 
Code, this approach would to a large extent 
nullify the provisions of Sections 381 and 
382. These sections were written with an 
eye to the complexity of modern corporate 
businesses. An attempt to limit the carry- 
over of the loss to only that part of the 
corporation’s activities which produced it 
is to impose the tax on a business-by-busi- 
ness basis rather than on the taxpayer as 
a whole. I believe that an attempt by the 
Commissioner to extend Libson Shops in 
this manner would produce considerable 
confusion and is not likely to succeed. 

A second approach which the Commis- 
sioner may take is to recognize Section 381 
as being a specific statute not affected by 
the Libson Shops decision, but to apply that 
decision in all other cases. Thus, where a 
single corporation, without a change in own- 
ership, begins to develop a new line of 
business out of its own resources, he might 





*% The Senate committee report describes the 
new rules of Sec. 381 as follows: 

‘“‘The new rules enable the successor corpora- 
tion to step into the ‘tax shoes’ of its prede- 
cessor corporation without necessarily conform- 
ing to artificial legal requirements which now 
exist under court-made law. Tax results of 
liquidations or reorganizations are thereby 
made to depend less upon the form of the 
transaction than upon the economic integration 
of two or more separate businesses into a uni- 
fied business enterprise.’’ 

(83d Cong., S. Rept. 1622, p. 52.) 
report is substantially identical. 
H. Rept. 1337, p. 41.) 

In addition, the Senate report, at p. 285, de- 
scribes the new 20 per cent rule as follows: 

“Subsection (b) is designed to prevent the 
liberalized carryover of net operating losses 
permitted in section 381 from being used by 
one corporation to acquire the total net operat- 
ing loss carryovers of another corporation with- 
out giving up at least a 20 percent share to 
the stockholders of the corporation with the net 
operating loss carryover. If the stockholders 
of the loss corporation have a 20 percent or 
more interest in the successor corporation, it 
is felt there is a sufficient continuity of interest 
in the net operating loss carryover to justify 
permitting the entire net operating loss to 
carry over." 


The House 
(83d Cong., 
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% Section 382, as enacted by the House, pro- 
vided only an economic test, that is, a test as 
to a change of ownership of the corporation. 
Under complex rules, the loss carry-over was 
disallowed in proportion to the extent of owner- 
ship changes. The Senate Finance Committee 
restricted this provision so that it would apply 
only where the change of ownership is followed 
by a discontinuance of the prior business. In 
other words, the continuity-of-business require- 
ment was inserted as a protection to taxpayers 
who would have been subject to the disallow- 
ance of their loss carry-overs under the House 
bill solely by reason of changes in the stock 
ownership of the corporation. 

* Section 381 affirmatively allows the transfer 
of loss carry-overs in a merger. Section 382 
(b)(3) provides that the requirement of 20 per 
cent ownership does not apply if the transferor 
corporation and the acquiring corporation are 
owned substantially by the same persons in the 
same proportion. These provisions would ap- 
pear to allow the carry-over in Libson Shops. 
However, it may be noted that the government's 
brief in that case, at p. 18, footnote 3, states: 
“Contrary to taxpayer's assertion (Br. 6, 18), 
it is far from clear that the deduction in con- 
troversy would have been allowable under the 
1954 Code."’ However, the government gives 
no indication of any reason for this doubt. 

* See footnote 10. 

% See footnote 23. 
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hold this to be a type of normal corporate 
development which will not be attacked, On 
the other hand, where the loss corporation 
acquires a going business—for example, 
through a reorganization in which it is the 
acquiring entity—then it has created a situ- 
ation in which the losses of its old business 
are to be applied against the profits of .an- 
other business and has done so without 
going through the specific formalities for 
which Section 381 provides protection, that 
is, by being the acquiring rather than the 
acquired entity. In the absence of these 
formalities, the Commissioner may seek 
to apply the Libson Shops decision. 


The difficulty with this approach is that 
so far as Congressional intent is concerned, 
Congress legislated in Section 381 for the 
transactions concerning which there. had 
been some question of the right to the carry- 
over, but it would have been utterly unnec- 
essary for Congress to legislate in 1954 
to permit the acquiring corporation to util- 
ize the carry-overs which it already had. 
The rationale of Section 381 was to equate 
certain multiple corporation cases with the 
continuing corporation case, not to give the 
multiple corporation case preferential treat- 
ment.” For the continuing corporation case, 
Congress believed in 1954 that the provi- 
sions of Section 332(a), eliminating the 
carry-over only when there is both a change 
of ownership by purchase and a change of 
business, were sufficient.” 


It is also possible that the Commissioner 
may seek to apply the Libson Shops doctrine 
in giving a narrow construction to Section 


382(a). He may argue from Libson Shops 
that there has been a failure to continue 
the old business when a much larger busi- 
ness is added to the enterprise. In order 
to take this approach, the Commissioner 
must apply the Libson Shops decision to a 
single corporation case, despite the Court’s 
footnote denying that it was passing on such 
a case,” he must ignore a statute that speaks 
only in terms of a continuation of the old 
business; “ and he must override a commit- 


tee report that specifically allows the addi- 
tion of new business.“ While this approach 
may tempt the Commissioner, I doubt 
whether it will have much success. 


In my opinion, the real impact of the 
Libson Shops decision under the 1954 Code 
is not the possibility of these approaches, 
but rather the encouragement it gives to 
the Commissioner in the application of 
Section 269 in tax avoidance cases. 


The Newmarket Manufacturing Company, 
as amicus curiae, argued in the Libson Shops 
case that Section 129 of the 1939 Code 
established the Congressional standard as 
to what improper trafficking is in loss cor- 
potations, and, therefore, the doctrine of 
continuity of business was unnecessary as 
a policy to prevent such trafficking. The 
Court disposed of this argument by saying: 
“The fact that § 129(a) is inapplicable does 
not mean that petitioner is automatically 
entitled to a carry-over.” 


The interesting aspect of the Court's ref- 
erence to Section 129(a) is the reason it 
gives for that section’s being inapplicable. 


The Court said: 
“Section 129(a) of the 1939 Code, as 


amended, does contain provisions which 
may vitiate a tax deduction that was made 
possible by the acquisition of corporate 
property for the ‘principal purpose’ of tax 
evasion or avoidance. And that sec- 
tion is inapplicable here since there was no 
finding that tax evasion or avoidance was 
the ‘principal purpose’ of the merger.” 


It is difficult to understand how Section 
129(a) could apply in the Libson Shops case 
even if there were a finding that tax evasion 
or avoidance was the principal purpose of 
the transaction, This statement by the 
Court may have been inadvertent, like its 
statement that the Libson Shops corpora- 
tions had elected not to file consolidated 
returns—an election that is only available 
to parent-subsidiary corporations, and not 
to corporations owned by individuals as in 
the Libson Shops case.“ 





* ‘Present law makes no provision for the 
transfer from one corporation to another, in a 
tax-free merger or consolidation, of the major 
tax benefits, privileges, elective rights and ob- 
ligations which were available to the prede- 
cessor. These include such items as loss 
carryovers. est 

“The courts have held, in general, that such 
tax attributes of a corporation may be pre- 
served only by continuing the corporation's 
identity."’ (83d Cong., H. Rept. 1337, p. 41.) 

“The new rules enable the successor cor- 
poration to step into the ‘tax shoes’ of its 
predecessor corporation without necessarily con- 
forming to artificial legal requirements which 
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now exist under court-made law."’ 
S. Rept. 1622, p. 52.) 

* See footnote 35. 

* See footnote 23. 

@ Sec. 382(a)(1)(C). Cf. Helvering v. Wood, 
40-1 ustc {| 9266, 309 U. S. 344, 348 (1940), where 
the Court stated: 

“When such clear choice of ideas has been 
made in the drafting of a specific provision of 
the law, its language must be taken at its face 
value.”’ 

* See footnote 10. 

“It is a little difficult to understand the 
Court's preoccupation with consolidated returns. 
In its opinion it took the taxpayer to task for 


(83d Cong., 
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Section 129(a) applies only if one of two 
conditions are met. The first condition is 
that any person or persons obtain control 
of the corporation, and control means 50 
per cent ownership. Libson Shops, Inc., 
acquired assets, not control, of the other 
corporations. The stockholders of Libson 
Shops, Inc., were stockholders in the same 
proportions as to all the other corporations, 
and the transaction resulted in no increase 
or change in their stock ownership of Libson 
Shops, Inc. There was no acquisition of 
control which would satisfy the first condi- 
tion of Section 129. Similarly, the second 
condition for the application of Section 129(a) 
was not present in the Libson Shops case. 
The second condition is, in part, that a cor- 
poration, such as Libson Shops, acquire 
property with a transferred basis from an- 
other corporation. This, of course, occurred 
when Libson Shops received the property 
of the other 16 corporations. However, this 
condition is applicable only if the other cor- 
porations were not controlled, immediately 
before the transfer, by either the acquiring 
corporation or its shareholders. In the 
Libson Shops case, the other 16 corporations 
were controlled immediately before the 
transfer by the shareholders of Libson Shops, 
Inc. Thus, neither condition of Section 129 
was applicable in that case, whether or not 
there existed a principal purpose of tax 
avoidance. 


While the Court’s reference to the ab- 
sence of such a purpose does make it clear 
that it was doing something more in Libson 
Shops than attacking tax-avoidance schemes, 
I venture to suggest that in so far as the 
1954 Code is concerned, the impact of the 
case may be felt principally in connection 
with the interpretation of Section 269. The 
reasons for this ostensible paradox will 
appear after we have considered the sig- 
nificance of Coastal Oil Storage Company, 
decided by the Court of Appeals for the 
Fourth Circuit two months before the Su- 
preme Court decided Libson Shops. 


Coastal Oil Decision 


The Coastal Oil case did not involve a loss 
corporation; it involved a new subsidiary 


. 
created by an operating company. The sub- 
sidiary was created with a transfer of prop- 
erty on February 1, 1951. Five months 
later on June 30, 1951, it closed its first 
year. This five-month period straddled the 
effective date of the rate changes made by 
the Revenue Act of 1951, which was April 
1, 1951. Under Section 131 of the Revenue 
Act of 1951, therefore, the taxpayer in effect 
computed its taxes for the first two months 
of the taxable year under the law prior to 
these 1951 changes, and its taxes for the last 
three months of its taxable year under the 
law as amended by that revenue act. The 
pertinent amendment made by that act was 
Section 15(c) of the 1939 Code, now known 
as Section 1551 of the 1954 Code. The issue 
in the case was whether the taxpayer was 
entitled to the $25,000 minimum credit for 
surtax and excess profits tax purposes. The 
use of this $25,000 credit for both taxes in- 
volved a tax benefit of slightly more than 
$3,500. The Commissioner disallowed this 
credit to the taxpayer, relying principally on 
the predecessor to Section 1551 so far as 
the last three months of the taxable year 
were concerned, and relying solely on the 
predecessor to Section 269, which had been 
in the law since 1944, so far as the first two 
months of the taxable year were concerned. 


Section 1551 does not apply to loss carry- 
overs but denies the surtax and excess 
profits credits under certain conditions 
where a corporation splits up its existing 
business with tax avoidance as a major pur- 
pose. In the Coastal Oil Storage case, the 
conditions necessary to invoke Section 1551 
were present. Coastal Terminals, Inc., the 
parent corporation, was engaged in the 
operation of a petroleum products terminal. 
It formed the taxpayer, Coastal Oil Storage 
Company, on February 1, 1951, and trans- 
ferred property to it on that date. The 
property transferred consisted of storage 
tanks previously used in its own business. 
Immediately after the transfer, it had 100 
per cent control of the subsidiary. Under 
these circumstances, Section 1551 disallows 
the surtax exemption unless the taxpayer 
establishes by the clear preponderance of 
the evidence that tax avoidance was not 





(Footnote 44 continued) 
claiming a carry-over in the merger when it 
chose not to obtain the benefit of the losses 
through a consolidated return. The Court said: 
“In the present case, the 16 sales corpora- 
tions, prior to the merger, chose to file separate 
income tax returns rather than to pool their 
income and losses by filing a consolidated re- 
turn. If petitioner is permitted to take 
a carry-over, the 16 sales businesses have ac- 
quired by merger an opportunity that they 
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elected to forego when they chose not to file a 
consolidated return.”’ 

Of course, under Section 141 of the 1939 Code, 
as well as under the 1954 Code,it was impossible 
for these corporations to file a consolidated 
return. Such a return may be filed only by a 
common parent corporation and its controlled 
subsidiaries. In the Libson Shops situation, 
only one of the corporations had a subsidiary: 
16 of the corporations were owned by indi- 
viduals. 
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* 
“a major purpose” of the transfer. While 
the Tax Court found as a fact that there 
were business purposes for the transfer, it 
also found that the taxpayer had failed to 
carry the burden of proving that tax avoid- 
ance was not also present as a major purpose. 


Against this factual background, let us 
see how the courts dealt with the Commis- 
sioner’s attempt to apply Section 269 for the 
portion of the taxable year not covered by 
Section 1551. This section applies only if 
tax avoidance is “the principal purpose” of 
the transaction. This test is much more 
stringent than the test of Section 1551 as to 
“a major purpose.” That the test was de- 
liberately made so strict is clear from the 
report of the Senate Finance Committee on 
the Revenue Act of 1943, when it changed 
the House version of this provision in order 
to introduce this strict test.” 


For reasons discussed below, the Tax 
Court never reached the question as to 
whether tax avoidance in this case was “the 
principal purpose,” despite the presence of 
other legitimate business reasons. The court 
of appeals, in reversing the Tax Court as to 
the potential applicability of Section 269, 
remanded the case to that court for its de- 
termination as to whether tax avoidance was 
“the principal purpose.” “ 


The reason the Tax Court did not reach 
the question of principal purposSe was its 
basic position that Section 269 applies only 
if the “deduction, credit, or other allow- 
ance” is obtained through one of the two 
transactions which invoke the statute—the 
acquisition of control of a corporation or 
the receipt of property with a transferred 
basis. It applies, that is to say, to the ac- 
quiring person or corporation, but not to 
the acquired corporation which already has 
the tax credit or deduction.* Furthermore, 
in a case where the person who acquired 
control did obtain a tax credit, the Tax 





* The Senate Finance Committee Report (78th 
Cong., S. Rept. 627: 1944 CB 973, 1017) contains 
the following statement: 

“The House bill made section 129 operative 
if one of the principal purposes was tax avoid- 


ance. Your committee believes that the section 
should be operative only if the evasion or avoid- 
ance purpose outranks, or exceeds in import- 
ance, any other one purpose.”’ 

* After the case was remanded to the Tax 
Court, the Commissioner moved for a hearing, 
but the taxpayer failed to respond to the mo- 
tion. On July 11, 1957, an order was entered 
in the Tax Court sustaining the Commissioner's 
application of Sec. 129. 

“ The regulations have always construed the 
phrase ‘‘deduction, credit, or other allowance”’ 
in Sec. 269 as meaning ‘‘anything in the internal 
revenue laws which has the effect of diminish- 
ing tax liability."’ (Regs. 118, Sec. 39.129-1(a).) 
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Court has made it clear that this does not 
invoke the statute unless the credit flows 
from the control. For example, in Com- 
modore’s Point Terminal Corporation,” an 
individual owned controlling stock in the 
Piggly Wiggly Corporation. This corpora- 
tion was about to declare a dividend which 
would have been ordinary taxable income to 
the individual. He thereupon transferred 
his stock to another corporation controlled 
by him, the Commodore’s Point Terminal 
Corporation. Through such transfer, the 
latter acquired control of Piggly Wiggly. 
When Commodore’s Point received the 
dividend from Piggly Wiggly, it claimed the 
usual 85 per cent dividends received credit. 
The Commissioner sought to disallow this 
credit under Section 269. The Tax Court 
pointed out that Commodore’s Point would 
be entitled to the dividends received credit 
whether it owned one share or controlling 
stock in Piggly Wiggly, and, therefore, the 
credit did not stem from the acquisition of 
control. It accordingly held that Section 
269 did not apply. 


In contrast, American Pipe and Steel Cor- 
poration™ illustrates a situation in which a 
tax benefit is obtained by the acquiring per- 
son through control. In this case, the tax- 
payer, a corporation engaged in the metal 
fabricating business, acquired sufficient con- 
trolling stock in an inactive California real 
estate corporation to entitle it to file con- 
solidated returns with that corporation. 
Absent this control, it could not have elected 
to file a consolidated return. The California 
corporation had owned a considerable amount 
of real estate having a very high basis. A 
number of years previously this had been 
sold for taxes, but the corporation was able 
to secure the right to reacquire the property 
for a limited period of time. Shortly after 
the acquisition of control by the pipe and 
steel corporation, the real estate corporation 


* Note that Sec. 382(b), which requires a 
20 per cent continuity of ownership, applies 
whether the loss corporation is the transferring 
corporation or the acquiring corporation. Thus, 
if a loss corporation acquires a profitable cor- 
poration in a Clause (C) reorganization, it does 
not need Sec. 381 in order to obtain the loss 
carry-over, since it already has the carry-over. 
Nevertheless, Sec. 382(b) will apply to disallow 
the carry-over if the stockholders in the loss 
corporation have less than 20 per cent owner- 
ship after the acquisition of the profitable busi- 
ness, To this extent, Sec. 382(b) applies to 
reorganizations to which Sec. 381 is not appli- 
cable. 

*CCH Dec. 16,602, 11 TC 411 (1948), 
1949-1 CB 1. 

%® Cited at footnote 12. 
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made several sales of such property which, 
at best, hardly looked like normal business 
arm’s-length sales, the purchasers being 
parties closely related to the pipe and steel 
corporation. The real estate company took 
very heavy losses on these sales, and the 
pipe and steel corporation attempted on a 
consolidated return to apply these losses of 
its subsidiary against its own profits. The 
Tax Court found that the sole purpose of 
the acquisition of the stock was to obtain 
the benefit of these losses as an offset 
against the parent company’s income and, 
therefore, denied the application of these 
current losses against the current income 
of the parent. 


The Commissioner acquiesced in the 
Commodore’s Point case. However, that was 
eight years ago. When Coastal Oil was de- 
cided by the Tax Court, the taxpayer ap- 
pealed from its adverse decision on Section 
1551, on the ground that it had established 
that tax avoidance was not a major purpose. 
The government also appealed from the 
Tax Court’s decision that Section 269 was 
not applicable. The Court of Appeals for 
the Fourth Circuit affirmed the Tax Court’s 
determination of fact as to the Section 1551 
issue and reversed the Tax Court on its 
interpretation of Section 269, remanding for 
a determination as to whether tax avoidance 
was the principal purpose. 


The government pointed out in its brief 
on appeal that Section 269 refers to the 
principal purpose of securing the benefit of a 
deduction, credit or allowance which such 
person would not otherwise enjoy. The 
words “benefit” and “enjoy” are to be care- 
fully noted. The government looked as far 
away as possible from the subsidiary corpo- 
ration that actually had the exemption. It 
said that the stockholders of the parent 
corporation, through their ownership of the 
parent corporation and their indirect owner- 
ship of the subsidiary, secured the benefit 
of the extra exemption allowed to the sub- 
sidiary corporation—a benefit which they 
would not otherwise enjoy. 


While the court of appeals agreed with 
the government that the Tax Court was in- 
correct, it was not swept away by the argu- 
ment of the government. The court of 
appeals also emphasized the words “benefit” 
and “enjoy,” but held that the requirement 
was met in this case by reason of the fact 
that the benefit accrues to the parent cor- 
poration, the sole owner of the subsidiary’s 
stock (citing Higgins v. Smith, 40-1 ustc 


{ 9160, 308 U. S. 473, 476). In the light of 
the government’s contention in its brief for 
identifying all shareholders with an acquired 
corporation, it could be argued that the 
court of appeals was limiting this extension 
of the statute only to the case where the 
separate entity of the wholly owned corpo- 
ration could be disregarded as a sham for 
tax purposes, as in Higgins v. Smith. By 
this reasoning, the court took care of the 
first condition for the application of Section 
269—acquisition of control of a corporation 
for the proscribed purpose. 


The second condition which would make 
Section 269 apply is that the corporation 
received property with a transferred basis 
from another corporation, not controlled 
directly or indirectly by the acquiring cor- 
poration or its stockholders. The type of 
case where the corporation acquires with 
such property a tax benefit it would not 
otherwise enjoy would be a case where 
property with a very high tax basis, but 
with a much lower actual value, was trans- 
ferred to another corporation in order to give 
it the benefit of high depreciation deductions 
or of a tax loss upon the sale of the prop- 
erty. That this is a very real area of 
avoidance is indicated by the fact that in the 
1954 Code the only change in Section 269 
was to add a presumption that there would 
be tax avoidance where there is a transfer 
of property with a tax basis disproportion- 
ate to the consideration paid for it. 


The court of appeals in the Coastal Oil 
case carried the construction of the second 
condition far beyond the disallowance of 
acquired credits and deductions. It took 
the position that if the property transferred 
produced income and if that income was the 
only reason that the deduction, credit or 
other allowance already possessed by the 
taxpayer would be of any benefit to it, then 
the condition is satisfied. 


So far as the construction of Section 269 
itself is concerned, neither the taxpayer nor 
the government cited any of the leading Tax 
Court decisions. In fact, the taxpayer made 
no argument at all concerning the proper 
construction of that section. In its briefs 
the government merely presented to the 
court selected portions of the various com- 
mittee reports on Section 269 which would 
support its argument. The court of appeals 
did note the Commodore’s Point case, which 
had been cited by the Tax Court in its 
opinion, and distinguished that case in the 
following language: 


——— —————————-.”0°0”C0OO5B nn 


5 Sec. 269(c). 
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“The Tax Court in allowing the credit 
pointed out that the dividends, and conse- 
quent credit, were not dependent on the 
taxpayer’s having acquired control of the 
other corporation. In this case, as pointed 
out above, the taxpayer could not have en- 
joyed the exemption and credit claimed but 
for the acquisition of the property produc- 
ing the income, which was transferred to it 
by the parent corporation.” 


At this point it is difficult to see where 
there is a distinction. Commodore's Point 
would not have received the income, that is, 
the dividends, unless it had acquired the 
stock. Similarly, Coastal Oil would not have 
income unless it acquired the property. The 
court proceeded with the following state- 
ment: 


“There [in Commodore’s Point], not only 
was there a holding that there was no pur- 
pose of tax avoidance, but the transaction 
was not one which involved tax avoidance. 
Here there can be no question but that tax 
avoidance necessarily resulted from the cor- 
porate splitting which was involved.” 


This last statement probably gives more 
significance to the court’s view. The ob- 
taining of property, in order to get the 
future income from this property, consti- 
tuted tax avoidance in the Coastal Oil case 
but not in the Commodore’s Point case. The 
court appears to distinguish between what is 
and what is not proper tax reduction. The 
Commissioner has already opened the door 
to this type of approach in I, T. 3757." In 
that ruling, the Commissioner held that the 
formation of a Western Hemisphere Trade 
Corporation for the principal purpose of ob- 
taining the benefits of the surtax exemption 
then allowed to Western Hemisphere Trade 
Corporations was not such tax reduction as 
to constitute a tax-avoidance purpose which 
would invoke Section 269. It is difficult as 
a purely technical matter to see any differ- 
ence between a purpose to obtain a complete 
exemption from surtax under the Western 
Hemisphere Trade Corporation provisions 
and the purpose to obtain a limited $25,000 
exemption from surtax under the tax rate 


section. 

If we assume that the Coastal Oil decision 
represents final law, then we have a situa- 
tion in which the transfer of profitable ac- 
tivities is sufficient to invoke Section 269 
where either the corporation or its stock- 
holders secure a tax advantage from having 
these profits in corporate solution. I be- 


lieve it then becomes necessary to draw 





® 1945 CB 200. 
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lines between transfers of profitable assets 
that are proper and transfers that are im- 
proper. The’ Commissioner drew one such 
line with his ruling on Western Hemisphere 
Trade Corporations. The Fourth Circuit in 
the Coastal Oil case drew another such line 
in approving the Commodore’s Point case 
while disapproving the Coastal Oil case. 
Thus, the transfer of profitable assets to a 
corporation to obtain the exemption from 
surtax provided by the Western Hemis- 
phere Trade Corporation provisions is 
proper. The transfer of profitable stock to 
a corporation to obtain an 85 per cent credit 
on its dividends is proper. Presumably, 
partners in high tax brackets may transfer 
a business to a corporation so as to obtain 
the lower 30 per cent or 52 per cent corpo- 
rate tax rate. But one corporation may not 
transfer property to another corporation so 
as to obtain the lower 30 per cent rate on 
the first $25,000 of its income. 

Difficult though it may be to draw reason- 
able lines, the broad construction of Section 
269 advanced by the Coastal Oil decision 
drives us in the direction of trying to dis- 
tinguish between good tax motives and bad 
tax motives where assets which will produce 
future profits are transferred to a corpora- 
tion. With tax rates at the point they have 
been for the past few years, almost every 
important business transaction involves an 
attempt to take the path of least taxation. 
The regulations have always construed the 
phrase “securing the benefit of a deduction, 
credit, or other allowance” in Section 269 
as meaning the securing of “anything in the 
internal revenue laws which has the effect 
of diminishing tax liability.” Thus, many 
normal business tra:isactions involving the 
transfer of profitable assets necessarily in- 
volve a motive to obtain some diminution 
in tax that may invoke Section 269, unless a 
distinction is made between good tax mo- 
tives and bad tax motives. It seems to me 
that once we attempt to use Section 269 
with the broad sweep projected by the lan- 
guage of Coastal Oil, we shall have to de- 
velop new doctrines to prevent its interference 
with normal and legitimate business trans- 


actions. 


Outlook for Loss Corporations 


At present we have no reasoning or rules 
that we can use as guideposts in deciding on 
which side of the line any particular case 
will fall. Two years ago I suggested that 
the standards prescribed by Section 382 
would influence the courts in determining 
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the guiding line under Section 269 for sepa- 
rating good and bad cases.” It is in this 
area that I believe the Libson Shops case 
may have its most damaging effect. The 
Commissioner may seek to draw the line so 
as to invoke Section 269 in any case that 
involves the amalgamation of two or more 
businesses, and the only defense in these cases 
will be the establishment of nontax reasons 
for the amalgamation. To infuse the re- 
quirement of the same business enterprise 
into the loss carry-over provisions of the 
1954 Code would, as has been indicated, 
require either brutal bludgeoning of Sec- 
tions 381 and 382 or the creation of grotesque 
differences between the treatment of corpo- 
rations covered by those sections and other 
corporations whose right to utilize their 
losses was taken for granted when Sections 
381 and 382 were adopted. No such difficulty 
is presented by reliance upon Section 269, 
since the committee report indicates that 
Section 382 was not intended to prevent the 
application of Section 269 except when Sec- 
tion 382 causes a disallowance of the loss 
carry-over in whole or in part.“ While 
acknowledging that this opening exists for the 
Commissioner, I do not in any way retract 
the arguments presented in any 1955 paper 
against the propriety of such an approach.” 


Furthermore, under Section 269 the Com- 
missioner has three choices: to disallow the 
item entirely, to allow part of it or to allocate 
it. This affords him a convenient middle 
road, a means of tempering the harshness 
of test cases that may go before the courts. 
When he seeks to apply Section 269, he may 
make his position as appealing as possible 
to a reviewing court by allowing so much 


58 See article cited at footnote 1, at pp. 961-962. 

% The Senate Finance Committee Report (83d 
Cong., S. Rept. 1622, p. 284) states: “If a 
limitation in this section applies to a net 
operating loss carryover, section 269, relating 
to acquisitions made to evade or avoid income 
tax, shall not also be applied to such net operat- 
ing loss carryover. However, the fact that a 
limitation under this section does not apply 
shall have no effect upon whether section 269 
applies.”’ 

In the case of a merger or other reorganiza- 
tion, Sec. '382(b) will disallow a loss carry-over 
unless the stockholders of the loss corporation 
own at least 20 per cent of the stock of the 
resulting corporation. If they own less than 20 
per cent, a portion of the loss carry-over is 
disallowed, The language quoted above has 
led some people to believe that it is wise to 
have only a 19 per cent continuity of ownership 
in order to obtain a small disallowance under 
Sec. 382(b) and, thus, prevent the application 
of Sec. 269. This question has gained import- 
ance with the extended application of Sec. 269 
under the Coastal Oil decision. 

55 See article cited at footnote 1, at pp. 961- 
962, which argues against the use of Sec. 269, 


Federal Tax Conference 


of the loss carry-over as is needed to offset 
the income of the current year from the 
business that produced the loss. 


Thus, the combination of Libson Shops and 
Coastal Oil has changed the atmosphere and 
the outlook for those loss corporation trans- 
actions which involve no business motiva- 
tion, only tax savings—transactions which 
would probably never have been undertaken 
if the many years of apparent acceptance of 
the Tax Court’s construction of Section 269 
had not lulled the parties into a belief that 
tax motivation was immaterial where the 
loss corporation was the acquiring party. 
Beyond this I see no reason for excitement 
or alarm.” 


Whether the broad interpretation of Sec- 
tion 269 by the Court of Appeals for the 
Fourth Circuit or the more strict interpreta- 
tion by the Tax Court will become the ulti- 
mate construction of this statute is an open 
question at this time. Certainly each ap- 
proach has enough supporting reasoning to 
justify other courts of appeals in going 
either way. What the Supreme Court would 
do in any case is always a mystery. If the 
Fourth Circuit’s interpretation of Section 
269, as it appears in the Coastal Oil case, 
should ultimately replace the Tax Court’s 
view, taxpayers will still be able to win their 
cases by showing legitimate business pur- 
poses which override in importance the tax 
motivation. Over along period of years the 
Tax Court has shown a willingness to be- 
lieve businessmen who testify that tax bene- 
fit was not their principal purpose and who 
offer reasonable business reasons for their 
actions.” Despite a contrary finding in 
American Pipe and Steel,® there is nothing to 


with its uncertain scope and subjective stand- 
ards, as a means of undermining the order and 
definiteness which Congress attempted to intro- 
duce with Sec. 382. The Senate Finance Com- 
mittee Report (83d Cong., S. Rept. 1622, p. 53) 
makes the following significant comment on 
Sec. 269: 

“This provision has proved ineffectual, how- 
ever, because of the necessity of proving that 
tax avoidance was the primary purpose of the 
transaction. It has also been so uncertain in 
its effects as to place a premium on litigation 
and a damper on valid business transactions.”’ 

% Obviously Sec. 269 is no threat to many 
loss corporations which have purchased addi- 
tional businesses (rather than controlling stock) 
in order to produce tax-free profits. Since there 
was no acquisition of control of a corporation 
nor any acquisition of assets with a transferred 
basis, neither of the conditions necessary to 
invoke the section is present. 

5tSee article cited at footnote 1, at p. 961 
(footnote 31). 

5 Cited at footnote 12; cf. the results of the 
remand in Coastal Oil, at footnote 46. 


969 





indicate any general change of attitude on 
this point by the Tax Court judges. Further- 
more, in cases that do primarily involve tax 
considerations, there is still an unchartered 
field as to what tax consideration will be 
considered proper and what improper, un- 
der this statute. 


The trouble to be expected is not from the 
courts but from revenue agents who, spurred 
by a superficial acquaintance with the Libson 
Shops and Coastal Oil cases, may have a 
field day asserting deficiencies in every case 
where the loss of one enterprise is used to 
offset profits of a different enterprise. We 
may find them citing these cases, along with 
Sections 269 and 382, in a catchall cam- 
paign, causing the same kind of turmoil and 
unending litigation that accompanied the 
drives against family partnerships™ and 
Court Holding Company transactions.” 

We can only hope that the Internal Reve- 
nue Service will face the issue early and 
clearly define its position in regulations and 
in specific instructions to the field force. 

*® For example, Commissioner v. Culbertson, 
49-1 ustc | 9323, 337 U. S. 733. 

® For example, Commissioner v. Court Hold- 
ing Company, 45-1 ustc § 9215, 324 U. S. 331: 


U. 8. v. Cumberland Public Service Company, 
50-1 ustc f 9129, 338 U. S. 451. 


Tax Aspects 


of Estate Distributions 
By WILLIAM K. STEVENS 


The author is a trust officer, 
The First National Bank of Chicago. 


HE intelligent administration of an estate 
requires a thorough familiarity with the 
income tax concepts incorporated in Sub- 
chapter J of the 1954 Code’ as interpreted 
by the applicable regulations.2 The 1954 
Code radically revised the law concerning 


+ 1954 Code Secs. 641-692. 

2 Regs. Secs. 1.641—1.683; Regs. Secs. 1.691-1— 
1.692-1. 

* 1954 Code Sec. 643(a): 
1.643(a)-7. 

*1954 Code Secs. 
1.661(a)-2—1.662(c)-4. 
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Regs. Secs. 1.643-1— 


661, 662; Regs. Secs. 


A more generous policy in Qranting ad- 
vance rulings as to the application of Sec- 
tions 269 and 382 would be especially helpful 
during the difficult period ahead. There are 
many normal business transactions in which 
businessmen whose principal purpose is not 
tax avoidance find it necessary to have some 
idea of what their tax situation will be if 
the transaction is consummated. For the 
most part, the Internal Revenue Service 
has declined to grant rulings under Section 
269 on the ground that the question of prin- 
cipal purpose is strictly a factual matter.” 
Actually it is no different in character from 
the question of business purpose in reor- 
ganizations—an area in which the Commis- 
sioner has for many years rendered an 
important public service through the issu- 
ance of advance rulings. If the Commis- 
sioner does not accept the responsibility in 
this area, then I anticipate considerable 
controversy not under Sections 381 and 382, 
but under Section 269 on the factual issue of 
the importance of the nontax purposes 
present in the acquisition of loss corporations. 


[The End] 


* Rev. Rul. 54-172, 1954-1 CB 394, 398; State- 
ment of Procedural Rules of Internal Revenue 
Service, 26 CFR Sec. 601.201(e). 


estate income and estate distributions, and 
concepts such as “distributable net income,” * 
“amounts properly paid or required to be 
distributed,” * “distributions deduction,” * 
“amounts paid or permanently set aside for 
a charitable purpose,” * “gift or bequest of 
a specific sum of money or of specific prop- 
erty”* and “unused loss carry-overs and 
excess deductions on termination”* now 
play an important part in determining the 


51954 Code Sec. 661; Regs. Secs. 1.661(a)-2— 
1.661(c)-2. 

® 1954 Code Sec. 642(c); Regs. Secs. 1.642(c)-1— 
1.642(c)-4. 

71954 Code Sec. 663(a); Regs. Sec. 1.663(a)-1. 

$1954 Code Sec. 642(h); Regs. Secs. 
1.642(h)-3—1.642(h)-5. 
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income tax consequences of distributions 
made from estates. 

In order to illustrate the effects of certain 
of these concepts, I thought it would be 
interesting to consider two hypothetical 
estates, the estate of Albert Able and the 
estate of Bernard Butterfield. The first 
one, the estate of Albert Able, is a relatively 
small estate to be administered under a 
relatively simple will. Most of the con- 
cepts discussed with reference to the Albert 
Able estate will have some application to 
every estate under administration today, 
except perhaps for the problem of the deduc- 
tion for amounts paid or permanently set 
aside for a charitable purpose. The second 
hypothetical estate, that of Bernard Butter- 
field, will serve as a basis for the discus- 
sion of a number of the more difficult 
problems, such as the constructive-sale prob- 
lem, problems incident to the funding of a 
marital trust and the handling of assets 
having certain special income tax character- 
istics, such as installment contracts, stock 
options and stock of a family corporation. 


ESTATE OF ALBERT ABLE 


Albert Able, aged 78 and a resident of the 
State of Illinois and who died on June 25, 
1955, left a very simple will which provides 
that his household furniture, clothing, jewelry 
and other personal effects are to go to his 
widow, Adelaide, and the residue of his 
estate is to be divided three ways, one third 
of the residue is to go to Adelaide, one 
third to their son, Alan, and one third to 
charity. 

The estate consists of the following assets: 


Household furniture, clothing, jewel- 


ry and other personal effects... $ 2,000 
Automobile 2,000 
Bank account 10,600 
Listed stocks 50,000 
United States Savings Bonds, 

Series E 20,000 
Cost $16,000 
Accrued interest 4,000 

Municipal bonds 16,000 
Total estate $100,000 


Estate as Separate Taxable Entity 


For income tax purposes, the estate of 
Albert Able is a separate taxable entity, 
and the net income of the estate will be 
computed in much the same 


manner as 


that of an individual.” The same rate 
schedule applies, and a $600 personal exemp- 
tion will be available with respect to income 
taxable to it as a separate taxable entity.” 


Although the Albert Able estate is a 
separate entity, a distribution to either Ade- 
laide, the widow, or Alan, the son, is a 
taxable event. There is no double tax on 
estate income, for a “distributions deduc- 
tion” is made available to the executor 
which, in effect, shifts the incidence of the 
tax from the estate to the beneficiaries as 
distributions are made to Adelaide and Alan.” 
This distributions deduction preserves the 
status of the estate and the beneficiaries 
as separate taxpayers. The distributions 
deduction is perhaps the most important 
difference between the computation of the 
taxable income of the executor and that of 
an individual, A second important differ- 
ence, which plays a very important part 
in determining the tax consequences of 
certain steps taken in the administration of 
the Albert Able estate, is the deduction for 
amounts paid or permanently set aside for 
charity, for one third of the residue is left 
to charity.” An individual is limited on his 
charitable contributions deduction to 20 or 
30 per cent of his adjusted gross income,” 
whereas all amounts of the gross income of 
the Albert Able estate paid or permanently 
set aside for charity pursuant to the terms 
of the will are deductible without limitation.” 


Charitable Deduction 


Section 642(c) dealing with the charitable 
deduction allowable to estates indicates that 
three factors enter into the determination of 
the allowable charitable deduction.” First, 
the amount must be paid or permanently 
set aside for a purpose specified in Section 
170(c), relating to charitable contributions, 
or used exclusively for religious, charitable, 
scientific, literary or educational purposes, 
the prevention of cruelty to children or 
animals, or for a public cemetery not oper- 
ated for profit. Second, the contribution 
must be a part (or all) of the gross income 
of the estate. Third, the amount must be 
paid or permanently set aside pursuant to 
the terms of the will. If estate income is 
paid or permanently set aside for charity, 
and such estate income includes tax-exempt 
municipal income, the amount of the deduc- 
tion is reduced by the portion of taunicipal 
income considered paid or permatiently set 





* 1954 Code Sec. 641. 
” 1954 Code Sec. 642(b). 
1 1954 Code Sec. 661. 
1 1954 Code Sec. 642(c). 
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% 1954 Code Sec. 170 
™ 1954 Code Sec. 642(c). 
% See Regs. Secs. 1.642(c)-1—1.642(c)-4. 
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aside for charity.” If an amount paid or 
permanently set aside for charity includes 
long-term capital gain, an adjustment is 
made for the 50 per cent long-term capital 
gain deduction under Section 1202." It 
would appear that no charitable deduction is 
available for distributions of corpus to char- 
ity (unless such distribution includes capital 
gain), and although the distinction between 
income and corpus for estate accounting 
purposes has lost much of its significance in 
determining .he consequences of a distri- 
bution of an amount properly paid or 
credited or required to be distributed to 
an individual beneficiary, the distinction 
between income and corpus remains im- 
portant in computing the charitable deduction. 


If an amount of the gross income of the 
Albert Able estate is paid or permanently 
set- aside for the charity pursuant to the 
terms of the will, then a deduction is availa- 
ble to the executor, and such deduction is 
one which reduces the distributable net income. 


Distributable Net Income 


The concept of “distributable net income” 
determines the uppermost limit on amounts 
taxable to the individual beneficiaries of 
the Albert Able estate and deductible by 
the executor on the estate income tax return.” 
Distributable net income is the taxable in- 
come of the Albert Able estate computed 
with certain modifications;” that is, without 
taking the deduction for distributions to 
Adelaide and Alan, the widow and son, or 
the $600 personal exemption deduction availa- 
ble to the executor on the estate income 
tax return, excluding capital gains and 
losses, except in the year of termination, 
but including the tax-exempt interest re- 
ceived on the municipal bonds. Distributable 
net income for the estate is computed after, 
not before, the charitable deduction. The 
amount of the charitable deduction affects 
the amount of distributable net income, and 
the amount of distributable net income sets 
a limit on the amount of estate income 
which may be taxable to the individual 
beneficiaries of the estate, Adelaide and 
Alan, the widow and son, and serves as a 
basis for the computation of the distri- 
butions deduction available to the executor 
on the estate income tax return. 

Distributable net income is also impor- 
tant in determining the income tax char- 
acteristics of distributions to the individual 





ee mt) veg 


beneficiaries, Adelaide and Alan. The in- 
come for the Albert Able estate consists 
of dividends on the listed stocks, income 
received on the redemption of the Series 
E bonds and municipal income. Distributa- 
ble net income will be considered to consist 
of these same types of income, and if a 
distribution is made to Adelaide or Alan 
which is considered an amount properly 
paid, credited or required to be distributed, 
he or she will be treated as receiving a 
distribution consisting of pro-rata shares of 
the same types of income—dividend income, 
interest income from the Series E bonds 
and municipal income—the aggregate amount 
includable in their gross income being limited 
by the distributable net income of the 
estate. 


Distributions Deduction 


The “distributions deduction” is com- 
puted by taking the amounts properly paid, 
credited or required to be distributed to the 
widow and son, and then making two ad- 
justments.” First, since the distributions 
deduction may not exceed distributable net 
income of the estate, the amount distributed 
is reduced to the distributable net income. 
Then items included in distributable net 
income but not included in determining the 
gross taxable income of the estate are ex- 
cluded. With respect to any amount prop- 
erly paid, credited or required to be distributed 
from the Albert Able estate to Adelaide or 
Alan, such distribution will be considered to 
consist of pro-rata shares of dividend in- 
come, interest income and tax-exempt interest 
from the municipal bonds, the items entering 
into the computations of distributable net 
income; but in computing the distributions 
deduction available to the Albert Able 
estate, the tax-exempt interest from the 
municipal bonds will be excluded.” 


Distributions from an Estate— 
Gift or Bequest Exclusion 


Any distribution from the estate to either 
the widow, Adelaide, or the son, Alan, 
whether of estate income or estate corpus, 
is considered to be a distribution of income 
for tax purposes up to, but not exceeding, 
the distributable net income of the estate. 
This rule is subject to two exceptions. The 
first of these exceptions is the exclusion 
granted under Section 663(a)(1) for any 





1% Regs. Sec. 1.642(c)-2. 

71954 Code Sec. 1202; Regs. Sec. 1.1202-1. 

81954 Code Secs. 661, 662. See S. Rept. 1622, 
83d Cong., 2d Sess., p. 343 (1954); Regs. Sec. 
1.643-1. 
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amount which, under the terms of the will, 
1954 Code Sec. 


643(a); Regs. 
1.643(a)-1—1.643(a)-7. 
* 1954 Code Sec. 661; Regs. Sec. 661(a)-2. 
"1 Regs. Sec. 1.661(b)-1. 
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is properly paid or credited as a gift or 
bequest of a specific sum of money or of 
specific property and which is paid or 
credited all at once or in not more than 
three installments. Section 663(a)(1) re- 
quires that for the exception to apply, the 
gift or bequest must be payable from corpus 
or from income or corpus, but not solely 
from income. There is no gift or bequest 
of a sum of money or of specific property 
contained in the Albert Able will other 
than the gift to Adelaide of her husband’s 
household furniture, clothing, jewelry and 
other personal effects. The provision was 
too narrowly worded to include the automo- 
bile. However, both Alan, the son, and the 
charity agree that Adelaide may take the 
car at its market value as an advance dis- 
tribution of a portion of her share of the 
residue. The regulations provide that the 
payment of the residuary estate is not con- 
sidered a gift or bequest within the meaning 
of the statute.” As a result, any advance 
distribution of her share of the residue to 
the widow, Adelaide, will be considered a 
distribution of income not to exceed the 
distributable net income of the estate.” 


If then the automobile registered in the 
decedent’s name is transferred to Adelaide, 
she will be considered taxable on the market 
value of the automobile if distributable net 
income is equal to or in excess of such 
value. Following through on the conduit 
principle, even though the widow in fact 
receives the automobile, for income tax 
purposes she is considered to receive a 
pro-rata share of each type of income enter- 
ing into the computation of distributable 
net income, that is, dividend income, income 
received on the redemption of the Series 
E bonds and municipal bonds. With regard 
to the dividend income, she would be 
entitled to the 4 per cent credit, and also 
there would be a $50 dividend exclusion 
available against her dividend income. The 
tax-exempt income would remain tax ex- 


2 Regs. Sec. 1.663(a)-1(b) (2). 

Subsection 2B of the Income Tax Act of 
1913, 38 Stat. 167 (1913), provided that taxable 
income included ‘‘income from but not the 
value of property acquired by gift, bequest, 
devise or descent.”"’ It has been a fundamental 
principle of the income tax law that the value 
of property acquired by gift, bequest, devise or 
inheritance should be excluded from gross in- 
come. 1954 Code Sec. 102 expressly provides 
that the exclusion does not apply where the 
gift, bequest, devise or inheritance is of income 
from such property, to the amount of such 
income. Section 102 also provides that ‘‘Any 
amount included in the gross income of a 
beneficiary under subchapter J shall be treated 
‘ as a gift, bequest, devise, or inheritance 
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empt in her hands and she would include a 
pro-rata share of the E bond interest. 


Income in Respect of a Decedent 


Prior to the enactment of the 1954 Code, 
items of income in respect of a decedent 
received by an estate were not normally 
treated as income taxable to the benefi- 
ciaries, even though estate distributions were 
made to the beneficiaries.“ Tlie accrued 
income on the Series E bonds determined 
as of the date of Albert Able’s death is a 
corpus item for estate accountins purposes, 
and under prior law when stich interest 
income was collected by the ‘¢xecutor, it 
was usually considered to be taxable to the 
estate. Now, however, with an item of 
accrued interest allocable to the corpus of 
the estate, such interest, when collected, 
enters into the computation of the dis- 
tributable net income of the estate, and 
if an amount of estate income or corpus is 
properly paid or credited or required to be 
distributed to the individual beneficiaries, 
such interest is considered to constitute a 
portion of the amount paid or credited or 
required to be distributed.” An income 
item (in respect of a decedent), such as 
accrued bond interest, is treated much the 
same as any other item of taxable income 
which enters into distributable net income, 
and under the application of the conduit 
principle is considered allocable to the bene- 
ficiaries if distributions of estate assets 
are made. A distinction should be drawn 
between an income item (in respect of a 
decedent) such as the accrued interest on 
the Series E bonds and an income item (in 
respect of a decedent) such as an install- 
ment contract, where payments may receive 
capital gain treatment. An item does not 
enter into the computation of distributable 
net income because it is income in respect 
of a decedent, but rather because it is in- 
cluded in the taxable income of the estate. 
Capital gains are specifically excluded from 
distributable net income unless 4llocated to 





of income from property.’’ Regulations Section 
1.102-1(d) provides: ‘‘Any amount required to 
be included in the gross income of a beneficiary 
under sections 652, 662, or 668 shall be treated 
for purposes of this section as a gift, bequest, 
devise, or inheritance of income from property. 
On the other hand, any amount excluded from 
the gross income of a beneficiary under section 
663(a)(1) shall be treated for purposes of this 
section as property acquired by gift, bequest, 
devise, or inheritance.”’ 

* Commissioner v. Linde, 54-1 ustc {§ 9384, 213 
F. (2d) 1 (CA-9); Estate of Huesman, CCH Dec. 
18,183, 16 TC 656 (1951), aff'd, 52-2 ustc { 9395, 
198 F. (2d) 133 (CA-9). 

*% See Regs. Sec. 1.691(c)-2. 
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income, or if allocated to corpus, paid, 
credited, or required to be distributed to a 
beneficiary.“ If the income item (in respect 
of a decedent) is one which is reportable on 
a capital gain basis, such gain would not 
normally enter into the computation of dis- 
tributable net income. 


The Series E bonds were purchased for 
$16,000 by Mr. Able. At his death, interest 
in the amount of $4,000 had accrued, so 
that their redemption value was then $20,000. 
If redeemed immediately by the executor, 
the estate will receive the full $20,000, but 
included in that amount is the interest from 
date of purchase to date of redemption, 
which is all taxed to the estate as ordinary 
interest income.” Any distribution to Ade- 
laide or Alan which is considered an amount 
properly paid or credited or required to be 
distributed will include a pro-rata share of 
such interest income, unless limited by the 
distributable net income of the estate. 


The accrued interest is includable in Mr. 
Able’s gross estate, and because it is con- 
sidered an income item (in respect of a 
decedent), an income tax deduction would 
be allowable under Section 691l(c) for a 
pro-rata share of the federal estate tax. The 
Albert Able estate is too small for there 
to be an estate tax inasmuch as the gross 
estate is only $100,000, and both an estate 
tax marital deduction and an estate tax 
charitable deduction are available. If there 
were an estate tax applicable, then the ques- 
tion would immediately arise as to how the 
Section 691(c) deduction is to be handled 
If the income of an estate is accumulated 
and no distributions are made, an income 
item (in respect of a decedent) is taxable 
to the estate, and the deduction is available 
to the executor on the estate income tax 
return. But where a portion or all of such 
an item enters into the computation of 
distributable net income, the determination 
of the distributions deduction and is al- 








* Capital gains paid, permanently set aside or 
used for a charitable purpose are also excluded 
from distributable net income. 

* Mr. Able was on a cash basis, and he did 


not elect to. report the increment in value 
currently. 

** Regs. Sec. 1.691(a)-4. 

* Regs. Sec. 1.691(c)-2 

*” Regs. Sec. 1.661(a)-2(f)(3) provides: ‘‘The 


basis of the property in the hands of the bene- 
ficiary is its fair market value at the time it 
was paid, credited, or required to be distributed, 
to the extent such value is included in the 
gross income of the beneficiary. To the extent 
that the value of property distributed in kind is 
not included in the gross’ income of the bene- 
ficiary, its basis in the hands of the beneficiary 
is governed by the rules in sections 1014 and 
1015 and the regulations thereunder. For this 
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locable to a beneficiary, a corresponding 
portion of the deduction for the estate tax 
paid on such income is disallowed the 
estate and made available to the benefi- 
ciary.” If the Albert Able estate were sub- 
ject to estate tax, the redemption of the 
Series E bonds in the same year that the 
automobile is transferred to Adelaide not 
only would have the effect of requiring the 
allocation of a pro-rata share of the interest 
income to her, but would also make a por- 
tion of the Section 691(c) deduction available 
to her. * 


Basis of Property Distributed 


The distribution of the automobile is, 
in effect, an advance distribution of the 
residuary estate to Adelaide, and although 
she is considered to have received an amount 
properly paid or credited or otherwise re- 
quired to be distributed consisting of pro- 
rata portions of the various types of estate 
income, she may find that the automobile 
has a new cost basis in her hands. Section 
1.661(a)-2 of the regulations provides that 
to the extent that the fair market value of 
property is included in the gross income of 
the beneficiary, the basis of such property 
in the hands of the beneficary is such fair 
market value.” Let us assume that date- 
of-death values are used on the federal 
estate tax return and that the automobile 
was considered to have a value of $2,000 
on the date of Mr. Able’s death. Let us 
also assume that the car had declined slightly 
in value, so that on the date it was trans- 
ferred to Adelaide, its fair market value was 
only $1,800. If the entire fair market value 
of the automobile is included in Adelaide's 
gross income, she receives a basis different 
from the estate’s basis if the value of the 
item has increased or decreased from the 
value for federal estate tax purposes. Ade- 
laide is, however, considered to have received 
some tax-exempt municipal interest under 





purpose, if the total value of cash and property 
distributed, credited, or required to be dis- 
tributed in kind to a beneficiary in any taxable 
year exceeds the amount includible in his gross 
income for that year, the value of the property 
other than cash is normally considered as in- 
cludible in his gross income only to the extent 
that the amount includible exceeds the cash 
paid, credited, or required to be distributed to 
the beneficiary in that year. Further, to the 
extent that the value of different items of 
property other than cash is includible in the 
gross income of a beneficiary in accordance 
with the preceding sentence, a pro rata portion 
of the total value of each item of property 
distributed, credited, or required to be dis- 
tributed is normally considered as includible 
in the beneficiary's gross income."’ 
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the application of the conduit theory, and 
a portion of the amount of property paid 
or credited or otherwise required to be 
distributed is not includable in her gross in- 
come, It would appear that she receives 
a new basis for most of the automobile, but 
not quite all of it. A fractional part of the 
basis will be determined by the fair market 
value on the date of distribution, and a 
much smaller fractional part will be deter- 
mined by reference to the date-of-death 
federal estate tax value. The same princi- 
ple applies to any distribution to an indi- 
vidual beneficiary of estate assets includable 
in the gross income of the beneficiary. 


Payment of Widow's Allowance 


The regulations provide that the term 
“income required to be distributed cur- 
rently” and “any other amounts properly 
paid or credited or required to be distri- 
buted” do not include amounts required to 
be paid by a decedent’s estate pursuant to 
a court order or decree as an allowance or 
award under local law for the support of 
the decedent’s widow or other dependent 
for a limited period during the adminis- 
tration of the estate, except to the extent 
such amounts are payable out of and 
chargeable to income under the order or 
decree of local law.” 

It is clear that the executor may pay a 
widow’s support allowance to Adelaide with- 
out such payment’s being considered a 
distribution of income to Adelaide provided 
(1) payment is made pursuant to a court 
order or decree and (2) it is not payable 
out of and chargeable to income under the 
order or decree of local law. In some juris- 
dictions, like Florida, the widow’s allowance 
is normally payable out of estate income, 
and if so paid, it would be considered a 
distribution of estate income for income tax, 
as well as state law purposes, and taxable 
to the widow. 

In Illinois, however, the widow’s allow- 
ance is considered a charge against estate 
corpus and payable out of estate corpus. 
The payment of a widow's allowance in 
Illinois should not be treated as a distribu- 
tion of income for tax purposes. 

In the case of the Albert Able estate, if it 
is assumed that the widow is in a high in- 
come tax bracket and the estate is in a low 
bracket, then it would be advantageous to 
have as much of the estate income taxed 
to the estate itself as is feasible. Conceiva- 





"™ Regs. Sec. 1.661(a)-2(e). 
"See Fillman, ‘Selections from Subchapter 
J,"’ 10 Tax Law Review 453, 468-473 (1955); see 
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bly, there may be situations where it is 
advantageous from an income tax stand- 
point to shift a part of the income tax 
burden to a beneficiary, as, for example, 
where the estate is in a very high bracket 
and the beneficiary in a very low bracket. 
If the problem is anticipated, the ex- 
ecutor could be given such a discretion in 
the will itself, that is, a discretionary power 
to charge the payment of the widow’s allow- 
ance to income. If this is authorized by the 
will and the executor, pursuant to such a 
power, pays the widow’s allowance out of 
estate income, an amount so paid should be 
considered a distribution of income to the 
widow and reportable by her. 


Advance Distributions of Residue 


Much of what has been said with respect 
to the distribution of the automobile to 
Adelaide applies with respect to any advance 
distribution of estate corpus either to Adel- 
aide or to the son, Alan. If during a 
taxable year only one distribution is made 
and that distribution is made to a single 
beneficiary, such distribution carries with 
it the attributes of a distribution of income, 
for there is no separate-share rule applicable 
to estates. If during the year, just after 
the expiration of the period for the filing of 
claims, the executor makes an advance dis- 
tribution of one third of the“estate to the 
son, Alan, retaining the other two thirds 
for the widow and the charity, such dis- 
tribution could very easily carry with it the 
entire distributable net income of the estate.” 


If Alan receives his third of the estate in 
1956 and the widow and the charity receive 
their thirds in 1957, the entire distributable 
net income for 1956 may be attributed to 
Alan in that year. Alan may end up with 
a good deal less than his mother, for he 
would in effect receive his share before 
taxes, and she could receive her share with 
the 1956 taxes on the income having been 
paid by her son. 

The same principle applies to any advance 
distribution to one beneficiary if an equiva- 
lent advance distribution is not made to the 
other residuary beneficiaries. It would ap- 
pear that an executor should either make 
advance distributions to each residuary bene- 
ficiary as their respective interests appear, 
or else work out some arrangement between 
the beneficiaries for an equitabie adjustment. 


Not only does an advance distribution 
have the effect of placing one beneficiary 





also, Fleming, ‘‘Income Taxation of Trusts and 
Estates under the 1954 Code,"" 32 TAxes 931 
(December, 1954). 
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in a disadvantageous position from the 
standpoint of having to treat the distribu- 
tion as one of income limited only by the 
extent of the distributable net income of 
the estate, but there are two other effects 
which should be noted. It should be re- 
membered that for basis purposes, to the 
extent that the value of property is included 
in the gross income of the beneficiary, a 
new basis is established for such property. 
As with the automobile transferred to Ade- 
laide, a new basis is established to the 
extent that the value of the automobile is 
includable in her gross income. Similarly, 
with respect to the advance distribution of 
one third of the corpus of the estate to Alan, 
to the extent that such distribution is in- 
cludable in Alan’s income, a new 
basis is established in his hands. 


gross 


Let us assume that the executor has 
redeemed the Series E bonds and distributes 
assets aggregating $31,000 to Alan as his 
one third, that is, $16,500 in listed stocks, 
$5,000 in tax-exempt municipal bonds and 
$9,500 in cash. The estate income tax re- 
turn would show an amount properly paid 
or credited or required to be distributed to 
Alan totaling $31,000. If the estate received 
the $4,000 interest income on redemption 
of the Series E bonds and also dividend 
income and tax-exempt income, the return 
would show in Schedule C that such items 
enter into distributable net income and are 
considered as distributed to Alan. He would 
be entitled to treat these items as having 
the same characteristics in his hands as 
they had in the hands of the executor, 
and as a result, the dividends could be 
treated as dividend income on his return 
for which the credit would be available; 
the tax-exempt income would be excluded 
from his return; and the interest income 
would be included. Also, if the estate were 
subject to the estate tax, he would be en- 
titled to a deduction for the pro-rata share 
of the estate tax paid with respect to such 
interest item which receives income treat- 
ment (in respect of a decedent). 


3ut what about the basis of the stocks 
and the municipal bonds distributed to 
Alan? The position taken by the Internal 
Revenue Service in Section 1.661(a)-2(f) 
of the regulations is that a new basis is 
established for property considered as an 
amount properly paid or credited or re- 
quired to be distributed to the extent such 
property is includable in the gross income 
of the beneficiary, but only to the extent 
that the amount includable exceeds the 
cash paid or distributed to the beneficiary. 
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In this example, we have assumed that 
Alan received $9,500 in cash, and such 
amount exceeds the distributable net income 
of the estate for the taxable year. If such 
is the case, then no new basis is established 
for the stocks or the municipal bonds. This 
is different from the distribution of the 
automobile to Adelaide which was entirely 
in kind, for here we have both cash and 
property and the amount of the cash is 
more than the distributable net income. If 
we shift the assumptions and assume that 
instead of receiving his entire $31,000 worth 
of assets, an advance distribution is made 
to Alan but such distribution consists solely 
of his pro-rata share of the stocks, we have 
a different result. 


Under the regulations, a new basis is 
established to the extent that the fair market 
value of such stocks is included in the 
gross income of the beneficiary. Inasmuch 
as the entire market value is so included, 
except such portion thereof as is considered 
to consist of municipal income under the 
application of the conduit rule, a new basis 
is established for each share of stock, with 
a fractional part of the basis relating back 
to the date of death or federal estate tax 
value. No gain or loss is realized by the 
estate, but a lower or a higher basis may 
be established depending upon the market 
value of each security. This might work 
out either to the advantage or the dis- 
advantage of the beneficiary, depending 
upon whether he ends up with a lower 
or a higher basis. In planning such a 
distribution of securities which is to be 
includable in the gross income of the bene- 
ficiary, consideration should be given to 
selecting items which have risen in value 
from the date of death or federal estate 
tax value, for no tax would be payable on 
such difference in value when the bene- 
ficiary later sells the security. Conversely, 
if securities have declined in value, the 
capital loss would be wasted when the 
new basis is established in the hands of 
the beneficiary. 


Effects of Estate Expenses on Taxability 
of Amount Distributed 


The beneficiaries of an estate may 
be taxed currently with more than the 
distributable net income of the estate. No 
matter how much of estate income or estate 
corpus is distributed to Adelaide and Alan, 
the two of them cannot be taxed on more 
than such distributable net income by rea- 
son of the estate distribution made to them. 
The gross estate income is reduced by such 


not 
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estate expenses as the executor’s fees, the 
attorney’s fees and the accountant’s fees in 
arriving at distributable net income. Capital 
gains are also excluded except in the year 
that the estate terminates.” 


Because estate expenses may go to reduce 
distributable net income, the time in which 
such expenses are charged has a decided 
effect upon the tax consequences of a dis- 
tribution. For example, if there is an ad- 
vance distribution of estate corpus in the 
amount of $10,000 to Alan and there is 
distributable net income of $10,000, he would 
be taxed on $10,000 less such portion there- 
of as consisted of tax-exempt income from 
the municipal bonds. If, however, an at- 
torney’s fee of $2,000 is charged to estate 
corpus, distributable net income would be 
reduced and the amount taxable to Alan 
would also be reduced. 


As previously mentioned, capital gains 
and losses are not ordinarily taken into 
account in computing distributable net in- 
come, except in the year that the estate 
terminates. Thus, if some of the listed 
stocks were sold by the executor and a 
capital gain resulted, such gain would be 
included in the gross income of the estate, 
but would not be passed on to the bene- 
ficiaries except in the year of termination. 
The executor’s fee, attorney’s fee and ac- 
countant’s fee, even though charged against 
estate corpus, would go to reduce dis- 
tributable net income and the amount tax- 
able to the beneficiaries, and if the amounts 
properly paid, credited, or required to be 
distributed equal or exceed distributable net 
income, such expenses would not go to 
reduce the amount of capital gain taxable 
to the estate itself.” 


Effect of Distributions to Charity 


Distributable net income may also be 
affected by amounts paid or permanently 
set aside for charity. Let us first assume 


% Regs. Sec. 1.643(a)-3. 

* The estate is allowed a $600 exemption and, 
if the gains are long-term, a 50 per cent capital 
gains deduction. 

% See Estate of Huesman v. Commissioner, 
cited at footnote 24, where the executors used 
income to pay a charitable bequest of a portion 
of the residue of the estate. This was con- 
sidered to be a corpus payment, not a distribu- 
tion of income, even though income was actually 
used to discharge the bequest. 

%* It appears that if the executor were given 
a discretionary power to pay all the income to 
charity and payment is so made, the distributa- 
ble net income would be reduced to zero. In 
Old Colony Trust Company v. Commissioner, 
37-1 ustc § 9301, 301 U. S. 379, the Supreme 
Court considered the deductibility of discre- 
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that after discussing the matter with the 
widow, the son and representatives of the 
charity, the executor pays all of the gross 
income to the charity and, in the same year, 
distributes one third of the estate corpus 
to the son. Will the estate be entitled to 
a charitable deduction which would reduce 
the distributable net income to zero and 
the distribution to Alan be free of income 
tax consequences to him? It is doubtful 
whether more than a one-third share of 
such income less the applicable portion of 
the tax-exempt income would be deductible.” 
Without specific authority in the will to 
allocate all of the income to the charity, 
it would appear that the amount of income 
paid or permanently set aside for charity 
should not exceed the charity’s one-third 
interest in the residue.” The distribution 
to charity would reduce the distributable 
net income and the amount which may be 
taxed to Alan, but it would not eliminate 
it entirely. 


If an advance distribution of one third 
of the estate is made to the son, but no 
amount is distributed to the charity, it is 
doubtful whether any charitable deduction 
would be available. For the deduction to 
be available, the amount should be either 
paid to charity or permanently set aside 
for distribution to the charity. If one third 
of the corpus of the estate is distributed 
to the charity but none of the income is 
distributed either to charity or an individual 
beneficiary, it would be well for the execu- 
tor to also distribute one third of the 
income, since the deduction is one for 
amounts paid or permanently set aside out 
of the gross income. If a distribution of 
one third of the estate corpus is made to 
the charity during the year and there are 
capital gains during the year, one third 
of such gains would normally be considered 
as an amount paid or permanently set aside 
for a charitable purpose.” 





tionary payments of trust income to charity. 
The Commissioner and the First Circuit dis- 
allowed the deduction because the trustees were 
merely authorized, but not required, to make 
the payments to charity. The Supreme Court 
reversed, indicating that the words ‘‘pursuant 
to the terms of the will or deed creating the 
trust’’ in Sec. 162(a) of the 1939 Code did not 
mean directed or definitely enjoined, but rather, 
‘**Pursuant to’ is defined as ‘acting or done in 
consequence or in prosecution (of anything): 
hence, agreeable; conformable; following; ac- 
cording’. . The words of the statute are 
plain and should be accorded their usual 
significance in the absence of some dominant 
reason to the contrary."’ 

"Tf the gain is long term, 
adjustment is required. 


a 50 per cent 
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Distributions upon Termination 


Unused loss carry-overs and excess de- 
ductions on termination are available to the 
beneficiaries succeeding to the property of 
the estate. Loss carry-overs include both 
a net operating loss carry-over and a capital 
loss carry-over. Excess deductions for the 
last taxable year of the estate are allowed 
to such beneficiaries. 

With regard to the Albert Able estate, 
the widow and the son are beneficiaries 
succeeding to the property of the estate, 
and the charity is also a beneficiary suc- 
ceeding to the property of the estate, even 
though for purposes of computing the chari- 
table deduction a charity is treated differ- 
ently from an individual beneficiary. If in 
the year of termination, fees and expenses 
are charged to estate corpus which reduce 
distributable net income to zero and there 
are excess deductions, it would appear that 
two thirds of such excess deductions would 
be available to the widow, Adelaide, and 
the son, Alan, and one third would have to 
be allocated to the charity. Excess deduc- 
tions in the year of termination inure to 
the benefit of the individual beneficiaries, 
but only to the extent of their respective 
interests as beneficiaries succeeding to the 
property of the estate.” 

The phrase “beneficiaries succeeding to 
the property of the estate” does not nor- 
mally include specific devisees or legatees, 
but only residuary beneficiaries. If the 
Albert Able will had contained a specific 
bequest of $50,000 to Adelaide, the widow, 
and also provided that she was to receive 
one third of the residue, she would still 
only be entitled to one third of the excess 
deductions in the year of termination and 
one third of any capital loss or operating 
loss carry-overs, even though she would 
receive much more than one third of the 
total estate. The loss carry-overs and ex- 
cess deductions are, in effect, available to 
beneficiaries upon termination who 
burden of the loss or excess 


40 


those 
bear the 
deductions. 


ESTATE OF BERNARD BUTTERFIELD 


Let us now turn to a second hypothetical 





estate, that of Bernard Butterfield. He was 
% 1954 Code Sec. 642(h); Regs. Secs. 
1.642(h)-1—1.642(h)-2. 
® Regs. Sec. 1.642(h)-3. 
# Regs. Sec. 1.642(h)-4. If the Albert Able 


will had provided that $100,000 was to go to the 
widow, Adelaide, and the residue to the son, 
Alan, and the amount actually available for 
distribution to Adelaide was only $90,000, 
Adelaide would be considered as the beneficiary 
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the president of Butterfield Enterprises, 
Inc., and vice president of the Precision 
Tool Corporation. Bernard Butterfield was 
a hard-driving, imaginative, resourceful and 
successful business executive who died quite 
suddenly as a result of a heart attack in 
his office on August 15, 1956." He left his 
widow, Beverly, and two children, Bruce 
and Belinda. His gross estate was com- 
posed of the following assets, similar to 
those which might be found in the estate 
of any reasonably successful executive today: 


Personal effects $ 10,000 
Automobile 3,000 
Cabin cruiser 7,000 
Listed stocks 50,000 
Life insurance owned by. Bernard 

on his own life 100,000 
Home in joint tenancy with Beverly 

in a suburb north of Chicago 45,000 
Installment contract for the sale of 

an apartment building 50,000 
Restricted stock options for the 

purchase of shares of stock of 

Precision Tool Corporation . 15,000 
1,000 shares of Butterfield Enter- 

prises, Inc. 500,000 
Cet | oi os ihtinew ew es 20,000 
Total assets $800,000 


Estate Arrangement 


About a year prior to his death, Bernard 
had created a revocable life insurance trust, 
deposited policies in the face amount of 
$100,000 with the trustee and designated 
the trustee as the beneficiary. The trust 
agreement provided for discretionary pay- 
ments of income and principal to the wife, 
Beverly, and the two children, Bruce and 
Belinda, until the death of Beverly, at which 
time the trust is to be divided into two 
separate trusts, one for the benefit of Bruce 
and one for the benefit of Belinda, with 
distribution of a child’s trust at age 40. 


Bernard’s will provides that his personal 
effects, household goods and chattels and 
his automobile, are to go to his widow, 
Beverly; 100 shares of Butterfield Enter- 
prises, Inc., stock were specifically be- 
queathed to his brother, Buster; $50,000 in 
cash was bequeathed to his daughter, Belinda; 


succeeding to the property of the estate. The 
excess deductions, if any, to the extent of 
$10,000 would be available to her. The son, 
Alan, would not be entitled to any benefit from 
the excess deductions unless they amounted to 
more than $10,000. 

“ Bernard Butterfield is assumed to have been 
a resident of Illinois and Illinois law is ap- 
plicable to his life insurance trust and will. 
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and 100 shares of Butterfield Enterprises, 
Inc., stock were also specifically bequeathed 
to his son, Bruce. The will creates a marital 
deduction trust using a pecuniary formula. 
The widow, Beverly, is to receive the net 
income of the marital trust for life and is 
given a general testamentary power to ap- 
point the trust corpus, including the power 
to appoint to her estate. The residue of the 
estate is poured over into the life insurance 
trust. 


Separate Taxable Entities 


The Albert Able estate is a separate tax- 
able entity, but under Bernard Butterfield’s 
life insurance trust and will, three separate 
entities are created. A $600 exemption is 
available to the estate, a $300 exemption is 
available to the marital trust created by the 
will and a $100 exemption is available to 
the life insurance trust to which the residue 
of the estate is to be added.” Three income 
tax returns are filed: one for the estate, one 
for the marital trust created by Bernard 
Butterfield’s will and one for the life insur- 
ance trust. The same graduated rate scale 
applies to each of these three separate en- 
tities. With respect to the estate, the will 
draws no distinction between estate income 
and estate corpus, so all estate income is 
reported by the executor unless distributions 
are made. The marital trust created by a 
pecuniary-formula bequest under the will 
has no income until the trustee receives a 
distribution from the estate. The trustee 
of the life insurance trust, in collecting the 
proceeds of the policies, will in all prob- 
ability receive a certain amount of interest 
income, will receive income from invest- 
ments made by the trustee, and when dis- 
tributions of the residuary estate are made 
to the life insurance trust, such distributions 
may be considered distributions of estate 
income, at least in part. 


Income accumulated in the estate is tax- 
able to the estate. The marital trust pro- 
vides for the distribution of all the income 
to Beverly and, consequently, all the income 
allocated to the income account is attributed 
to her. Beverly has the usual power to 
appoint by will but does not have any 
power to withdraw the corpus of the trust. 
If she did have such a power of withdrawal 
over the entire marital trust corpus, she 
would be treated as the substantial owner 


* 1954 Code Sec. 642(b). 

** 1954 Code Sec. 678; Regs. Sec. 1.678(a)-1. 

“The marital trust may become a complex 
trust in any year in which the trustee dis- 
tributes amounts other than income. 


Federal Tax Conference 


of the marital trust for income tax purposes, 
and she would include the capital gains and 
losses in her own return.” Since Beverly 
does not have such a power, items of in- 
come, including capital gain, allocated to 
the corpus account are taxed to the marital 
trust as a separate taxpayer. The marital 
trust is a simple trust for income tax pur- 
poses,“ but the life insurance trust is a 
complex trust. Income received by the 
trustee of the life insurance trust, the re- 
siduary beneficiary of the estate, is taxed 
to the trustee of that trust as a separate 
taxable entity to the extent that it is ac- 
cumulated. If in the exercise of the trustee’s 
discretion, it is paid to Beverly or the son 
and daughter, it is attributed to them as 
amounts properrly paid to the beneficiaries. 
The five-year throwback rule may apply to 
the life insurance trust since it is a complex 
trust from which accumulation distributions 
may be made.” 


Timing of Distributions 


With three new taxpayers in existence, 
the estate, the marital trust and the life 
insurance trust, and with the primary bene- 
ficiaries, Beverly and the son and daughter, 
in varying income tax brackets, the timing 
of distributions and the selection of calendar 
or fiscal years becomes important in keep- 
ing the over-all taxes at a minimum. Let 
us assume that the estate, the marital trust 
and Beverly, the widow, use different tax- 
able years, the estate using a fiscal year 
ending November 30, the marital trust with 
a fiscal year ending July 31 and Beverly 
using a calendar year. Also assume that 
the estate receives in December, 1956, a 
year-end dividend from Butterfield Enter- 
prises, Inc. .Assume that the marital trust 
is funded in August, 1957, with some of 
the Butterfield Enterprises, Inc., stock and 
that cash is allocated to the income account 
of the trust and paid to Beverly as the 
income beneficiary beginning in January, 
1958. In effect, the distribution of income 
to the trust is passed on to the beneficiary, 
the estate taking a distributions deduction 
and the trust including the income in its 
return and then also taking a distributions 
deduction with the income ultimately taxed 
to Beverly. Under the regulations, if a 
beneficiary has a different taxable year from 
the taxable year of the estate or trust, the 

1954 Code Secs. 665-668; Regs. Secs. 1.665-1— 


1.668(b)-2. The five-year throwback rule does 
not apply to estates. 


979 








amount he is required to include in gross 
income is based upon the distributable net 
income of the estate or trust and the 
amounts properly distributed or required 
to be distributed for any taxable year end- 
ing with or within his taxable year.“ Since 
the taxable year of the marital trust ends 
July 31, 1958, should not the income in 
question be taxed to Beverly in 1958? Read- 
ing the regulations literally, it would ap- 
pear that the tax on the income in question 
may possibly be postponed from December, 
1956, until 1958. 


Specific Bequests 


Bernard Butterfield’s will contains a pro- 
vision for the disposition of the personal 
effects and the automobile. There are two 
bequests of Butterfield Enterprises, Inc., 
stock, 100 shares to Bernard’s_ brother, 
Buster, and 100 shares to his son, Bruce, 
and a bequest of $50,000 in cash to the 
daughter, Belinda. 

A bequest of a specific sum of money or 
of specific property is not allowed as a 
deduction to the estate and is not included 
in the gross income of a beneficiary. The 
distribution of the automobile and the per- 
sonal effects to Beverly, the widow, presents 
no problem. It should be noted, however, 
that among the list of assets is a cabin 
cruiser valued at $7,000, acquired by Bernard 
a few months after he had executed the will. 
The failure to include this item in the 
specific bequest of tangible personal prop- 
erty raises the same problem referred to 
earlier with respect to the Albert Able 
estate, that is, the problem of a distribution 
of estate property to a beneficiary where 
such property is not covered by a bequest. 
As mentioned previously, such a distribu- 
tion carries with it the attributes of a 
distribution of estate income, limited by 
the distributable net income of the estate. 
The executor does not wish to have the 
value of the cabin cruiser considered as an 
amount paid, and so he makes arrangements 
for a sale of the item to the son, Bruce, 
at its fair market value and with the ap- 
proval of the probate court. 

The bequests of Butterfield Enterprises, 
Inc., stock to Buster, the brother, and 
Bruce, the son, are clearly ones of specific 
property within the provisions of Section 
633. The satisfaction of these bequests will 
not .be treated as distributions of estate 
income.” 





* Regs. Sec. 1.662(c)-1. 
“ Regs. Sec. 1.663(a)-1. 
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The bequest to the daughter of $50,000 is 
one of a specific sum of money within the 
provisions of Section 663, and if cash in that 
amount is distributed to Belinda, it will not 
carry with it the attributes of a distribution 
of estate income. A problem arises, how- 
ever, if the bequest is satisfied by using 
property rather than cash, Let us assume 
that the executor is short of cash, as is 
often the case where the most important 
asset is the stock of a closely held corpo- 
ration. If the marketable stocks are used to 
satisfy the cash bequest of $50,000 to Belinda, 
a constructive-sale problem arises. 


The rule of the Suisman case,” that the 
satisfaction of a specific bequest with securi- 
ties is to be treated as a sale or exchange, 
is now incorporated in Section 1.1014-4 of 
the proposed regulations on gain or loss on 
disposition of property. This example is 
given: 

“Thus if the trustee of a trust 
created by will transfers to a beneficiary, in 
satisfaction of a specific bequest of $10,000, 
securities which had a fair market value of 
$9,000 on the date of the decedent’s death 
and $10,000 on the date of the transfer, the 
trust realizes a taxable gain of $1,000 and 
the basis of the securities in the hands of 
the beneficiary would be $10,000.” “ 


The same rule is applied to distributions 
by an executor to a legatee, and it would 
appear that the use of the marketable stocks 
to satisfy the cash bequest to Belinda would 
result in gain or loss with respect to each 
such item distributed to Belinda which had 
increased or decreased in value from the 
federal estate tax value. If the distribution 
to Belinda is made during the year from 
date of death and the optional valuation 
date is used to value the assets of the gross 
estate for federal estate tax purposes, the 
date of distribution to Belinda will fix the 
value of the securities for federal estate tax 
purposes as well as for computing the gains 
and losses to the estate. If the date-of-death 
values are used for federal estate tax pur- 
poses or if the distribution occurs more 
than one year after the date of death, then 
Belinda’s basis may very well be different 
from the federal estate tax values. Her 
basis is equal to the fair market value on the 
date of distribution. 


Funding Marital Trust 


The same constructive-sale problem exists 
with respect to the funding of the marital 


* Suisman v. Eaton, 83 F. (2d) 1019 (CCA-2, 
1936); Kenan v. Commissioner, 40-2 ustc { 9635, 
114 F. (2d) 217 (CCA-2). 

* Proposed Regs. Sec. 1.1014-4(a) (3). 
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trust. Bernard Butterfield’s will provides 
for the creation of a marital trust using a 
pecuniary formula. The proposed regula- 
tions on gain or loss on disposition of 
property also apply the rule of the Suisman 
case to distributions made by an executor 
in satisfaction of a pecuniary-formula marital 
bequest: 


. if the executor of an estate transfers 
to a trust property worth $200,000, which 
had a fair market value of $175,000 on the 
date of the decedent’s death, in satisfaction 
of the decedent’s bequest in trust for the 
benefit of his wife of cash or securities to 
be selected by the executor in an amount 
sufficient to utilize the marital deduction to 
the maximum extent authorized by law 
(after taking into consideration any other 
property qualifying for the marital deduc- 
tion), capital gain in the amount of $25,000 
would be realized by the estate and the basis 
of the property in the hands of the trustees 


would be $200,000.” ” 


Let us assume that the Bernard Butter- 
field wil! does not give the executor authority 
to satisfy the pecuniary-formula bequest 
with assets valued at federal estate tax 
values, and the satisfaction of the pecuniary- 
formula bequest using fair market values on 
the date of distribution results in a construc- 
tive sale under the proposed regulations. 


This problem leads directly into a more 
difficult one, that of the application of the 
Section 663 gift or bequest exclusion to a 
pecuniary-formula marital trust. A gift or 
bequest of a specific sum of money or speci- 
fic property required by the specific terms 
of the will is not included in the gross 
income of the distributee. The pecuniary- 
formula bequest in the Butterfield will is 
considered a bequest of a specific sum of 
money under the proposed regulations deal- 
ing with gain or loss, but the definition of a 
gift or bequest of a specific sum of money 
or of specific property in Section 1.663(a) of 
the regulations indicates that a pecuniary- 
formula bequest will not be treated as a 
bequest of a specific sum of money or 
specific property for purposes of the 663 
gift-and-bequest exclusion.” 


Thus, if the executor funds the marital 
trust with securities, under Section 1.1014-4 


% Proposed Regs. Sec. 1.1014-4(a)(3) also pro- 
vides: ‘If, on the other hand, the decedent 
bequeathed a fraction of his residuary estate 
to a trust for the benefit of his wife, which 
fraction will not change regardless of any 
fluctuations in value of property in the de- 
cedent’s estate after his death, no gain or loss 
would be realized by the estate upon transfer 
of property to the trust, and the basis of the 
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of the proposed regulations, gain or loss 
will result to the extent that there are differ- 
ences between the federal estate tax values 
and the fair market value of the securities 
on the date the property is distributed to 
the trust.” Under the regulations applicable 
to Subchapter J, the funding of the trust 
may carry with it the attributes of a dis- 
tribution of income to the extent of the 
distributable net income of the estate, unless 
the 663 exclusion is applicable. 


The regulations dealing with the Section 
663 exclusion provide that the amount of 
money or the ident?ty of the specific prop- 
erty must be ascertainable under the terms 
of the testator’s will as of the date of his 
death. A formula marital trust does not 
qualify for the Section 663 exclusion, ac- 
cording to the regulations, because the 
identity of the property and the amount of 
money specified are dependent both on the 
exercise of the executor’s discretion and on 
the payment of administration expenses and 
other charges, neither of which is ascertain- 
able on the date of the decedent’s death.” 
The language of the statute does not contain 
the requirement that the amount of money 
must be ascertainable under the terms of the 
testator’s will as of the date of his death, 
but it simply requires that the gift or be- 
quest be “any amount which, under the 
terms of the governing instrument, is prop- 
erly paid or credited as a gift or bequesi 
of a specific sum of money or of specific 
property ache 


The statute indicates that the amount 
must be determined under the terms of the 
governing instrument, and one would think 
that where the amount is a specific sum of 
money determined by a mathematical formula 
set up under the terms of the will, sufficient 
certainty exists for the pecuniary marital 
bequest to qualify for the exclusion. Al- 
though the precise amount of the bequest is 
not determined until estate tax values and 
administration expenses are ascertained, when 
determined there is absolutely no question 
of the amount of the specific sum of money 
which must be distributed to the marital 
trust. It is submitted that if a pecuniary 
marital formula is to be treated as a specific 
bequest for the purpose of applying the 
constructive-sale doctrine, then it should 





property in the hands of the trustee would be 
its fair market value on the date of the de- 
cedent's death or on the alternate valuation 
date."" 

* Regs. Sec. 1.663(a)-1(b) (1). 

= Proposed Regs. Sec. 1.1014-4(a) (3). 

% Regs. Sec. 1.663(a)-1(b) (1). 

* 1954 Code Sec. 663(a)(1). 
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also be treated as a specific bequest for 
the purpose of the Section 663 exclusion. 


This problem should be avoided if pos- 
sible. One possible way to handle it is to 
require that any securities distributed to the 
marital trust be valued on the basis of the 
valuations established for federal estate tax 
purposes rather than at fair market value 
on the date of distribution. If valued at 
federal estate tax values, there should be 
neither capital gain nor loss on the transfer 
to the pecuniary-formula trust, and the trus- 
tee should be able to take over the cost basis 
that the assets had in the estate. A second 
possible alternative is the use of a fractional 
share of the residue marital trust provision.” 

A third alternative would be to actually 
provide for a bequest in trust of a specific 
sum of money or of specific property and 
qualify the trust for the marital deduction.” 
For example, Bernard Butterfield’s will 
could have provided for a specific bequest 
of 700 shares of Butterfield Enterprises, Inc., 
stock. The bequest could be to a testa- 
mentary trustee, and the trust could qualify 
for the marital deduction. "The funding of 
such a trust with the stock would not be 
considered a sale or exchange nor a dis- 
tribution having the characteristics of a 
distribution of estate income. A _ second 
formula bequest could also be used to make 
sure that the maximum deduction was 
kept available. Offhand, there would seem 
to be no objection to having a second 
formula bequest in the will which added 
such additional amount to the same trust 
as was necessary to obtain the maximum 
marital deduction. The same problems 
would still exist with regard to such addi- 
tional amount, but the gift and bequest 
exclusion would be definitely made available 
with respect to the 700 shares of stock dis- 
tributed to the trustee of the marital trust. 


Estate Assets 


The Bernard Butterfield estate contains 
a number of different assets. Certain of the 
assets may be used to satisfy a specific 
bequest, and if so, there is the capital gain 
or loss question. Other assets may be 
distributed in a manner that carries the 


5% Proposed Regs. Sec. 1.1014-4(a) (3). 

% Rev. Rul. 57-214, I. R. B, 1957-21, p. 17. 

57 1954 Code Sec. 1014(a); Proposed Regs. Sec. 
1.1014-1. 

% Section 1.1014-1(c) of the proposed regula- 
tions provides: ‘‘Section 1014 shall have no 
application to the following classes of property: 
(1) Property which constitutes a right to re 
ceive an item of income in respect of a decedent 
under section 691; and (2) Restricted stock 
options described in section 421 which the em- 
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attributes of a distribution of income. In 
such a case, the basis of the assets distributed 
may be different in the hands of the recipient 
than in the estate, if includable in the gross 


income of the recipient. Let us now con- 
sider the application of some of the provi- 
sions with respect to estate income, to three 
of the important estate assets, the installment 
contract for the sale of the apartment build- 
ing, the restricted stock options for the 
purchase of shares of stock of the Precision 
Tool Corporation and the shares of Butter- 
field Enterprises, Inc., stock. But first, a 
word about basis. 


Basis of Property 


Section 1014 sets forth the general rule 
that the basis of property passing from a 
decedent is the fair market value of the 
property at the date of the decedent’s death, 
or in the case of an election under Section 
2032, its value as of the date one year after 
the decedent’s death, unless disposed of be- 
fore such date, in which case it is the value 
as of the date of such disposition.” There 
are, however, certain exceptions to this gen- 
eral rule: Section 1014(c) specifically pro- 
vides that the general rule does not apply 
to property which constitutes a right to 
receive an item of income in respect of a 
decedent. Section 1014(d) specifically pro- 
vides that it does not apply to restricted 
stock options which the employee has not 
exercised at death.” Section 691(a) specifi- 
cally makes an installment obligation ac- 
quired from a decedent a right to receive an 
item of income in respect of a decedent type 
of property and, as a result, excludes it 
from the general rule.” 


A new cost basis is established for the 
listed stocks and the block of stock in the 
family company held by Bernard Butterfield 
in his own name at the time of his death. 
These items clearly come within the gen- 
eral rule that date-of-death value becomes 
the income tax cost basis, unless the op- 
tional date is selected, in which case, value 
one year from the date of death is the basis 
unless disposed of before then. Whether or 
not the home held by Bernard Butterfield 
and his wife, Beverly, in joint tenancy ac- 





ployee has not exercised at death, regardless of 
the date on which the employee died.’’ 

See Proposed Regs. Sec. 1.691(a)-5. The 
partnership provisions indicate that payments 
made in liquidation of the interest of a deceased 
partner will, to the extent determined with 
regard to the income of the partnership, be 
treated as distribution of partnership income 
and considered income in respect of a decedent. 
See 1954 Code Secs. 736, 753. 
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quires a new cost basis depends upon the 
amount includable in Bernard’s gross estate, 
which, in turn, depends upon the propor- 
tionate consideration furnished by Bernard 
and Beverly. If Beverly furnished one third 
of the consideration, then only two thirds of 
the value would be included in Bernard’s 
gross estate and a new cost basis established 
for such two thirds. Beverly would con- 
tinue the old cost basis as to one third. 


The holding period for the assets acquir- 
ing a new cost basis on Bernard’s death 
runs from the date of his death, but the 
holding period for items not acquiring a 
new basis relates back to the holding period 
of the decedent. For example, if Beverly 
sells the home within six months after 
Bernard’s death, short-term gain would be 
reportable on the portion for which Bernard 
furnished the consideration and long-term 
gain on the portion for which she furnished 
the consideration. 


A new cost basis is not established for 
Bernard’s installment contract for the sale 
of the apartment building, nor for his re- 
stricted stock options. 


Installment Contract 


In 1955 Bernard had sold an apartment 
building on an installment contract in order 
to spread the capital gains tax over a 
number of years. As previously mentioned, 
Bernard’s death did not change the basis 
for reporting the receipts from the contract; 
the executor continues to report the income 
as received at capital gain rates, using 
Bernard’s basis.” The building had an ad- 
justed basis in his hands of $50,000 and he 
sold it for $100,000, $30,000 down and the 
balance payable in semiannual installments. 
Bernard received two installments of $10,000 
each prior to his death, The profit was 
$50,000, and 50 per cent of each payment is 
recognized gain, whether received by the 
decedent or by the estate. If the installment 
obligation is disposed of, taxable income 
results. If it is sold, the gain or loss is the 
difference between the basis of the obliga- 
tion and the amount realized by the holder 
of the obligation. The use of the installment 
obligation to satisfy the $50,000 pecuniary 
bequest to the daughter, Belinda, would 
be treated the same as a sale of such obliga- 





© See Proposed Regs. Sec. 1.691(a)-5. 

“1 Revenue Ruling 55-159 provides: ‘‘A long- 
term capital gain was realized on the sale of 
property forming part of an inter vivos trust. 
The proceeds of the sale consisted of cash and 
installment obligations. The capital gain was 
reported on the installment basis on the fidu- 
ciary income tax return. At the termination of 
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tion to Belinda. The gain would be ac- 
celerated and taxed to the estate. She would 
receive a $50,000 cost basis for the contract 
for she, in effect, “pays” that amount. 


The installment contract is one upon 
which only capital gain is returnable, and 
such capital gain does not enter into the 
computation of distributable net income. If 
there is an advance distribution of the 
residuary estate to a beneficiary, such dis- 
tribution would not carry with it a pro-rata 
portion of the capital gain, except in the 
year of termination. Gains would be re- 
ported by the executor as income taxable 
to the estate as the installment payments 
are received. 


But what happens when the installment 
obligation itself is distributed to the residu- 
ary beneficiary, the trustee of the life insur- 
ance trust? Revenue Ruling 55-159 indicates 
that the Internal Revenue Service considers 
a transfer of an obligation from a trustee to 
a beneficiary to be a “disposition” which 
accelerates the capital gains tax to the trust.” 
Distribution on termination of a trust may 
accelerate the gain on an installment con- 
tract, but if the contract is received by the 
estate from the decedent, distribution from 
the estate to a beneficiary or to a trustee 
does not accelerate the gain. The accelera- 
tion provisions of Section 453 are specifically 
made inapplicable to the transmission of 
installment obligations at death. Transmis- 
sion at death would include a transfer by 
bequest or as part of the residue of an estate. 
If, however, an executor, instead of receiv- 
ing the installment obligation from the 
testator, sold an asset on an installment 
basis and then distributed the contract, 
there would be an acceleration of the gain. 
In such case the contract would not have 
been transmitted at death. 


An income deduction (in respect of a 
decedent) would be available to Mr. Butter- 
field’s executor if receipts on the installment 
contract are received by the estate, except 
in the year of termination when the gain is 
passed on to the residuary beneficiary, the 
trustee of the life insurance trust. In the 
year of termination, the income deduction 
(in respect of a decedent) would be avail- 
able to the trustee of Mr. Butterfield’s life 
insurance trust. 





the trust the corpus and unpaid installment 
obligations were transferred to the beneficiary 
of the trust. Held, the distribution of the 
installment obligations to the beneficiary during 
the taxable year of the trust effected a ‘disposi- 
tion’ of such obligations and resulted in ac- 
celerating the capital gains tax thereon to the 
trust.”’ 
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Stock Options 


The Precision Tool Company had granted 
Bernard Butterfield an option to purchase 
1,000 shares of that company’s stock at $20 
per share. Upon the date of Bernard But- 
terfield’s death, the fair market value of the 
stock was $35 a share, and the option was 
included in the gross estate for federal 
estate tax purposes at $15,000, which repre- 
sents the difference of $15 per share between 
the fair market value at date of death and 
the option price of $20 per share. 


The option is one which is to expire 
shortly and the executor must decide whether 
to exercise it or distribute it. Let us assume 
that the executor has the authority to exer- 
cise the option under the will and sufficient 
funds available to do so. The tax conse- 
quences of the exercise of an option by an 
executor depend in part upon the type of 
option.” If the option is an 85 per cent to 
95 per cent restricted stock option, that 
is, if the option price at the time it was 
issued was at least 85 per cent and less than 
95 per cent of the fair market value, then 
upon the exercise of the option by the 
executor, the difference between the option 
price and the lesser of the fair market value 
at the time the option was granted or at the 
time it is exercised is taxed as ordinary 
income to the estate under Section 421 
income to the estate under Section 421(b)(1). 
If, for example, the fair market value of the 
Precision Tool Company stock was $22 per 
share at the time the option to purchase at 
$20 a share was granted to Mr. Butterfield, 
then if his executor exercises the option for 
1,000 shares, $2 per share, or $2,000 will be 
included in the income of the estate as 
ordinary income. The estate would be en- 
titled to a deduction under Section 691(c), 
for an income deduction (in respect of a 
decedent) is available when an 85 per cent 
to 95 per cent restricted stock option is 
exercised by an executor.” 

The fact that the value of the option is 
included in Mr. Butterfield’s gross estate 
does not affect its basis. If the option is 
exercised and the stock is sold, the basis 
would be $20 a share and the executor 
would have to report $15 per share, or 
$15,000, as capital gain. 


If the option is a 95 per cent restricted 
stock option, that is, if at the time it was 
granted, the option price was at least 95 
per cent of the fair market value of the 
Precision Tool Company stock, then the 
executor will not realize ordinary income 
when the option is exercised. Even if the 
option is a 95 per cent option, the fact that 
the option is included in a decedent’s gross 
estate does not step up the basis of the 
stock.” 

If the executor exercises a stock option, 
it is necessary to hold the stock for six 
months in order to obtain long-term capital 
gain treatment for the stock. If the executor 
exercises the option and immediately sells, 
the transaction would result in short-term 
gain. 

A stock option may be specifically be- 
queathed to a beneficiary without adverse 
tax consequences, and Section 421 provides 
that the benefits of the restricted-stock- 
option provision apply to a person who 
acquires an option by bequest or inheritance. 
If, however, an option is used in partial 
satisfaction of a pecuniary bequest, in all 
probability it will be treated in the same 
way as it would be if sold. The proposed 
regulations on stock options provide that if 
the option is not exercised by the person 
to whom granted, but is transferred in an 
arm’s-length transaction, then the employee 
realizes compensation in the amount of the 
gain resulting from the transfer. If the 
executor uses the Precision Tool Company 
stock options in partial satisfaction of the 
$50,000 bequest to the daughter, Belinda, or 
sells the options, then the estate would, 
in effect, receive “compensation.” 


Stock of Closely Held Corporation 


Sale by the estate of stock of Butterfield 
Enterprises normally would be reported as 
a capital gain or loss transaction, the basis 
being the federal estate tax value of the 
shares. The executor may, however, wish 
to sell some or all of the shares to the cor- 
poration r.ther than make sales to an out- 
sider. If this is done, there is the danger of 
such sale being treated as a dividend and 
taxable at ordinary income rates. 


Under Section 303, a distribution in re- 
demption of stock included in a decedent’s 





@See 1954 Code Sec. 421; Proposed Regs. 
Secs. 1.421-1—1.421-6. 

® 1954 Code Sec. 421(d) (6). 

“If the option were an unrestricted stock 
option, an exercise by the employee would re- 
sult in taxable compensation to him in. an 
amount equal to the difference between the 
option price and the fair market value of the 
stock at the time of exercise. This rule, based 
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upon Commissioner v. LoBue, 56-2 ustc { 9607, 
351 U. S. 243, apparently carries over to an 
exercise by an executor, and so if Mr. Butter- 
field's options had been unrestricted stock op- 
tions, exercise by the executor would result in 
ordinary income to the estate in the amount 
of $15 per share, or $15,000 if exercised at $35 
per share. 


December, 1957 © TAXES — The Tax Magazine 








gross estate is treated as a distribution in 
exchange for such stock and not as a divi- 
dend to the extent such distribution does 
not exceed the sum of the death taxes and 
the administration expenses.” Section 303 
applies only if the stock included in the de- 
cedent’s gross estate is either more than 
35 per cent of the value of the gross estate 
or more than 50 per cent of the taxable 
estate of the decedent. Bernard Butterfield’s 
1,000 shares of Butterfield Enterprises, Inc., 
meets both tests, and, consequently, shares 
up to the sum of the death taxes and ad- 
ministration expenses may be redeemed by 
the corporation without such redemption 
being considered as a dividend to the estate. 


Mr. Butterfield’s will provides for the 
creation of a marital trust by using a 
pecuniary formula. What if this stock is 
used to fund the marital trust and the re- 
demption takes place from the marital 
trust rather than the estate? Although the 
regulations permit the application of 303 
to redemptions from beneficiaries of an es- 
tate, Section 1.303-2(f) indicates that where 
stock is redeemed from a beneficiary who 
has acquired the stocks from the executor 
in satisfaction of a specific monetary bequest, 
303 is not to be applied. Revenue Ruling 
56-270 and the proposed regulations indicate 
that a marital pecuniary-formula bequest is, 
in effect, the same as a bequest of a specific 
amount of money for the purpose of deter- 
mining whether there is a constructive sale 
if the bequest is satisfied in kind. Does this 
mean that the trustee of the marital trust 
may not receive the benefit of Section 303 if 
the stock is received in satisfaction of a 
pecuniary-formula bequest? It appears that 
this is the position of the Internal Revenue 
Service. 


Let us assume that the corporation is in 
a position to redeem all of the Butterfield 
Enterprises, Inc., stock and the executor 
desires to dispose of it. A sale of the entire 
block of Butterfield Enterprises, Inc., stock 
to the corporation would present no par- 
ticular problem from an income tax standpoint 
if it were not for the constructive-ownership 
provisions of Section 318. A distribution in 
redemption of all of the stock of the corpo- 
ration owned by a shareholder is normally 
treated as a distribution in payment, in ex- 
change for the stock of the shareholder. The 


1954 Code Sec. 303; Regs. Secs. 1.303-1— 
1.303-3. 

* Regs. Sec. 1.303-2(f): ‘‘Nor is section 303 
applicable to the case where stock is redeemed 
from a stockholder who has acquired the stock 
from the executor in satisfaction of a specific 
monetary bequest.’’ 
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question is whether or not a sale made by 
the executor to the corporation is a sale 
of all of such stock. Section 318 provides 
that stock owned by the beneficiaries of an 
estate is considered as owned by the estate 
itself, and, consequently, the executor can- 
not determine whether there is a sale of all 
of the stock without knowing what shares 
are owned by the estate.” Bernard Butter- 
field’s will provides for a specific bequest of 
100 shares of Butterfield Enterprises, Inc., 
stock to his brother, Buster. If Buster is a 
beneficiary of the estate, the shares owned 
by him will also be attributed to the estate. 


The executor finds that the stock hold- 
ings of Butterfield Enterprises, Inc., are as 
follows: 


Estate of Bernard Butterfield. 1,000 shares 
Buster Butterfield 1,000 shares 
Bruce Butterfield 100 shares 
Belinda Butterfield 100 shares 
Employees 300 shares 


2,500 shares 


Under the circumstances, the shares held 
by Buster, the brother, the son, Bruce, and 
Belinda, the daughter, beneficiaries of the es- 
tate, will be attributed to the estate, and 
any sale by the executor will not be con- 
sidered a sale of the entire holding. As a 
result, there is a definite danger that any 
distribution in redemption of the stock over 
the amount required to cover death taxes 
and administration expenses may very well 
be taxed as a dividend to the estate. 


If the shares owned by Buster, the brother, 
did not have to be considered, then a re- 
demption of all of the stock owned by the 
estate would be possible, even though the 
200 shares owned by the son and daughter 
are attributed to the estate. If the 200 
shares are attributed to the estate under 
Section 318, the redemption would not be 
one of all the shares, but it would meet the 
disproportionate-redemption test required 
under Section 302. If no beneficiary had 
held shares of Butterfield Enterprises, Inc., 
then the entire holding could be redeemed 
by the company without the redemption be- 
ing treated as a dividend. Has Bernard 
Butterfield, by making his brother a bene- 
ficiary of the estate, in effect, deprived the 
executor of the privilege of selling the stock 


* See Regs. Secs. 1.318-1—1.318-4. 

*® Consideration should be given to the pos- 
sible application of these cases: Louis H. Zipp, 
CCH Dec. 22,358, 28 TC —, No. 32 (1957), and 
Joseph R. Holsey, CCH Dec, 22,522, 28 TC —, 
No. 107 (1957). 
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to the corporation at capital gain rates? 
The regulations provide that “When . 

a person ceases to be a beneficiary, stock 
owned by him shall not thereafter be con- 
sidered owned by the estate... .”% Ap- 
parently the executor can satisfy the bequest 
to the brother, and the rule attributing the 
brother’s stock to the estate will no longer 
apply. 


Conclusion 


The changes in the income tax law 
brought about by the 1954 Code require an 
extremely thoughtful consideration of the 
income tax characteristics of each asset 
which passes through an estate, whether the 
item is a marketable stock, a Series E bond, 
a municipal bond, an installment contract, 
a restricted stock option or stock of a closely 
held corporation. In handling each item, 
one should be aware of the possibility of 


the effect of a constructive sale or a dis- 
tribution which carries with it the attributes 
of a distribution of estate income. 


One should also keep in mind the effect 
of the broadening of the application of the 
“income in respect of a decedent” concept 
with regard to installment contracts, stock 
options and partnership income. The avail- 
ability of loss carry-overs and excess deduc- 
tions on termination is also very significant. 
One should realize, however, that where an 
estate is poured over into a living trust or a 
life insurance trust, as is the case with the 
Bernard Butterfield estate, or into a residu- 
ary trust, excess deductions on termination 
are usually not available to the beneficiaries 
of the trust. The excess deductions on ter- 
mination do, however, reduce the distribut- 
able net income of the trust and may permit 


distribution of tax-free trust income to the 
trust beneficiaries. [The End] 





Elections and Discretions Under the Code: 
The Executor’s Dilemma 


By BYRON E. BRONSTON 


Mr. Bronston is second vice president 
of the Continental Illinois National 
Bank and Trust Company, Chicago. 


TITH EVERY SWEET there comes 

some bitter. The opportunity, yes even 
the obligation, to exercise discretions, to 
make elections, oftentimes carries with it 
serious responsibilities. Is the executor 
qualified by experience and training to as- 
sume and discharge such obligations? In 
fairness to the executor, ought the testator 
place upon him such responsibilities without 
setting forth an adequate guide? Does the 
testator wish to favor one beneficiary over 
another, give a preference to income bene- 
ficiaries over remaindermen? What is his 
intent and how clearly has he made it known 
to the draftsman of his will? The obliga- 
tion, real or implied, to apportion, to allo- 


cate, to adjust, to require contribution in 
the absence of local statute in order to restore 
the relative positions of income beneficiaries 
and of remaindermen, is one determined by 
local law and practice; it is not one for 
Congressional determination. Especially is 
the obligation grave where a formula type 
of marital deduction provision has been 
made for the widow, and the residuary 
estate is held in trust for others. 


Not all discretionary powers given by a 
testator may be exercised freely by the 
executor. New York, in Section 125 of its 
Decedent Estate Law, has provided that the 
attempted grant to an executor or testa- 
mentary trustee of a power to make a bind- 
ing and conclusive fixation of the value of 
any asset for purposes of distribution, allo- 
cation or otherwise shall be deemed contrary 
to public policy. 

The basic philosophy underlying the 1954 
Code is, aside from producing revenue, that 





® Regs. Sec. 1.318-3. 
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when income is generated, he who reaps the 
ultimate benefit shall pay the tax. 


A rule, which has grown into the body of 
our case law and has been adopted by statute 
in many states, is that one who is compelled 
to pay or satisfy the whole or to pay more 
than his just share of a common burden or 
obligation upon which several persons are 
equally liable, or which they are bound to 
discharge, is entitled to contribution against 
the others to obtain from them payment of 
their respective shares. This doctrine had 
its origin in courts of equity upon the prin- 
ciple that equality among those in aequali 
jure is deemed to be equity. 


Elections to Take Administration Expenses 
as Income Tax Deductions 


The election by the executor to treat ad- 
ministration expenses as an income tax de- 
duction may sometimes operate to increase 
the marital deduction and, thus, effect an 
estate tax saving. The Internal Revenue 
Service in Rev. Rul. 55-643, 1955-2 CB 386, 
ruled that administration expenses treated 
as income tax deductions should not be sub- 
tracted from the gross estate in order to 
determine the adjusted gross estate. 


The effect of the ruling may be seen in 
the following example: Assume that the 
gross taxable estate is valued at $800,000 
and that the debts, claims and administra- 
tion expenses total $60,000. If $40,000 of 
administration expenses are used as an in- 
come tax deduction, the adjusted gross 
estate will be $780,000 instead of $740,000. 
If the election is not used, the maximum 
marital deduction will be $370,000; if the 
election under Section 642(g) is used, the 
maximum marital deduction will be $390,000. 
The effect of the foregoing ruling is to give 
the surviving spouse more than one half of 
the distributable estate, namely, $390,000 in- 
stead of $370,000. Not only has the federal 
estate tax been increased by the use of the 
election, but the residuary estate has addi- 
tionally been reduced by the increase, namely 
$20,000, in the amount distributable to the 
widow under the formula bequest and the 
executor’s deduction. 


The ruling is predicated on the assump- 
tion that the increased amount resulting 
from the election constitutes an “interest in 
property which passed from the dece- 
dent.” The ruling also suggests that bene- 
ficiaries other than the widow might have 
the right under the local law to question the 
authority of the executor to decrease their 
interests under the will by increasing the 
widow’s share. 
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The courts are increasingly recognizing 
that the use of the election under Section 
642(g) may give the estate a present net 
tax advantage but do injustice to the in- 
terests of some of those beneficially interested 
in the estate. The first such case reported 
was In re Warms’ Estate, 140 N. Y. S. (2d) 
169 (Surr. Ct., N. Y. Cty., March 4, 1955). 
The pecuniary trust for the widow in this 
case did not involve a marital deduction 
formula clause and, therefore, the sole detri- 
ment to estate principal resulting from the 
election was due to the increase in the fed- 
eral estate tax. The court held that there 
should be charged against income account 
and credited to principal account an amount 
equivalent to the detriment suffered by the 
principal account as the result of the elec- 
tion. However, the court allowed the in- 
come account to retain that portion of the 
increase in income after taxes resulting from 
the election whick remained after making 
the equitable adjustment. In California a 
similar problem in principle was dealt with in 
In re Bixby’s Estate, 295 Pac. (2d) 68 (DC 
of App., 2d Dist., Div. 2, Calif., March 28, 
1956, reh’g den.). After citing the Warms 
case, the court stated that it adopted the 
rule of an equitable allocation of the increase 
in the income account resulting from the 
election because it places the burden of the 
income tax on the income legatee, where it 
properly belongs, and obviates any disloca- 
tion of the testator’s bounty by shifting the 
burden of an income tax to a residuary 
legatee. 


To be distinguished in part from the two 
cases cited, a recent New York case, Estate 
of Samuel Levy, New York Law Journal, 
July 17, 1957, page 3, (Surr. Ct., N. Y. Cty.), 
dealt with the adjustments required when a 
marital deduction formula clause is used 
and expenses are taken as income tax de- 
ductions. The court stated that the election 
has a different result for tax purposes than 
for accounting purposes. The election per- 
mitted by the Internal Revenue Code does 
not authorize the executor to vary the 
interests of the legatees. Estate tax deduc- 
tions, the court stated, should not be cred- 
ited to the widow’s bequest since it is freed 
of tax. The executors were directed to 
credit the benefit of all deductions, which 
would have been available to the estate 
principal, to the residuary estate. It may be 
questioned, except for the possible operation 
of accounting procedures under New York 
law, whether the court is wholly correct in 
giving all of the benefits to the residuary 
If Section 642(g) is not availed of, 
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estate. 








estate tax deductions are taken against the 
whole estate in arriving at the adjusted 
gross estate. If the deductions are less and 
the adjusted gross estate is larger because 
of the election, the marital share will be 
larger but the residuary estate will be re- 
stored out of the income tax savings. Thus, 
the residuum actually loses nothing; the 
saving is paid for by a lower total tax 
burden. 


Walter L. Nossaman in Trust Administra- 
tion and Taxation, Section 17.03, has stated 
that the election of the executor to use ex- 
penses of administration as an income 
rather than as an estate tax deduction 
should not affect the substantive rights of 
the beneficiaries of the trust. This view, 
he says, is consistent with the principle that 
the expenses of administration are primarily 
payable from principal rather than from 
income of an estate. He believes that in 
determining the substantive rights of bene- 
ficiaries, the executor’s utilization of admin- 
istration expenses as income rather than 
estate tax deductions should be treated as 
irrelevant and the interests of the benefici- 
aries computed in the same manner as 
though all such expenses had been paid 
from the residue or as the will otherwise 
directs. 


In some jurisdictions, such as Illinois, the 
foregoing conclusion may still require an 
adjustment to be made by the executor at 
the termination of administration of the ex- 
cess income tax savings remaining after full 
restoration to corpus. 


In determining whether to take adminis- 
tration expenses as an income tax deduction 
under the provisions of Section 642(g) or to 
take them as an estate tax deduction under 
Section 2053, it is not sufficient to weigh the 
respective tax rates alone. If there is a 
formula type of marital trust, there will, in 
addition to the increase in estate tax, be a 
“swing” of principal from the residuary 
estate to the marital share because of the 
larger adjusted gross estate. In no event 
should the election be made unless the in- 
come tax savings resulting therefrom will 
be greater than the combined increase in 
the amount of the federal estate tax and the 
amount of the “swing” from residue to the 
marital share. 


If the election is made, then the residuary 
estate should be wholly restored out of the 
income tax savings on the ground that 
equality is equity. There should, after this 
complete restoration, be left over some ex- 
cess of income saved which must ultimately 
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be subject to adjustment. Accounting pro- 
cedures will seemingly require that the ex- 
ecutor adjust this excess of income saved 
between those who enjoy the income from 
both the marital share and the residuary 
estate. 


Especially is it important that the fore- 
going adjustments in their entirety be made 
if the income beneficiary of the residuary 
trust is not the surviving spouse. The elec- 
tion is purely a tax-saving act and does not 
alter the substantive rights of the benefi- 
ciaries under the will. The restoration, out 
of the income saved because of a lower 
income tax, to the corpus of the residuary 
estate will in fact reduce the amount of the 
marital share; the restoration retains cor- 
puswise the advantages of the election, but 
no beneficiary has suffered a diminution of 
his interest. The “swing” back is made 
entirely out of tax savings. The adjustments 
to be made with respect to the excess of 
the income tax saved will be automatic, for 
example, in Illinois under the Principal and 
Income Act. The bulk of the excess will go 
to the residuum, although the marital share 
should derive some benefit out of the com- 
putation of interest on the formula bequest 
at the average rate of return on the whole 
estate. In those states which follow the 
Massachusetts rule with respect to the dis- 
tribution of income earned during the ad- 
ministration of the estate, the excess will 
presumably follow the income to the bene- 
ficiaries of the residuary estate. 


It is, as a general rule, the duty of an 
executor to administer an estate to the best 
advantage of all concerned. Minimizing the 
estate’s taxes may well be within the line 
of duty. The exercise of the election, how- 
ever, may carry with it burdens and risks 
for the executor which go beyond those 
which reasonably attach to his office. In- 
come tax accounting and trust accounting 
often produce results that bear little re- 
semblance to each other. 


The intent of the testator is important. 
He may well wish to relieve the executor 
from the duty of making adjustments. He 
may wish to incorporate a direction that 
the executor claim as income tax deductions 
any expenses of administration whenever, 
in the executor’s sole judgment, such action 
will achieve an over-all reduction in income 
and death taxes for the benefit of the estate 
and of the income beneficiaries thereof. He 
may wish to direct that there be no com- 
pensating adjustments made between in- 
come and principal. If this direction takes 
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the form outlined, there will be no “swing” 
back to the residuum of the amount of the 
increase in the federal estate tax nor the in- 
crease in the marital deduction share. If the 
testator, in order to protect the fiduciary 
and to avoid mere guessing as to what 
power the latter has, incorporates a provi- 
sion in the will giving the executor the au- 
thority in his sole discretion to exercise the 
election to take either the income tax de- 
ductions or estate tax deductions whenever 
the law permits such an election, the execu- 
tor must make the accounting adjustments 
if the election is used. In the final analysis, 
the testator should direct whether or not 
such adjustments shall be made. The com- 
plications which may arise because of the 
impact of the election upon the interests of 
beneficiaries are too grave oftentimes for 
the testator not to relieve the executor of 
some of the risks. 


If the executor elects to take administra- 
tion expenses as income tax deductions, may 
he be deemed to have exercised a power of 
appointment? Section 20.2041-1(a) of the 
Proposed Federal Estate Tax Regulations 
provides that under Section 2041 a dece- 
dent’s gross estate includes the value of 
property in respect of which the decedent 
possessed or released certain powers of ap- 
pointment. Section 20.2041-1(b) provides 
that the mere power of management, invest- 
ment, custody of assets or the power to allo- 
cate receipts and disbursements as between 
income and principal exercisable in a fiduci- 
ary capacity whereby the holder has no 
power to enlarge or shift any of the bene- 
ficial interests therein except as an incidental 
consequence of the discharge of such fidu- 
ciary duties, is not a power of appointment. 


If the enlargement or shifting of any ben- 
eficial interest by an executor is an inci- 
dental consequence of the discharge of his 
fiduciary duties, such an action is not the 
exercise of a power of appointment for 
estate tax purposes. But if the executor 
elects under Section 642(g) and the adjusted 
gross estate is thereby increased in amount, 
may this increase in the marital share be 
considered an incidental consequence of the 
discharge of the executor’s fiduciary duties, 
especially in the absence of a clear direction 
in the will? If the will directs that there 
shall be no readjustment of interests, the 
executor’s election would obviously be inci- 
dental to the discharge of his fiduciary 
duties. 


If the widow has a power of appointment 
over the marital deduction share, may any 
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specific problem resulting therefrom con- 
front the executor ‘n making the election? 
It would seem that such a power of appoint- 
ment adds no new problems in so far as the 
executor is involved. In the absence of a 
clear direction in the will, he must still make 
his adjustments between the share for the 
widow and the residuary trust. 


Allocation of Federal Estate Tax 
Where There Is Taxable 
Nontestamentary Property 


In the drafting of wills, unfortunately all 
tax clauses are not clear and unambiguous 
in declaring the intention of the testator, 
especially where there are nontestamentary 
assets. The construction of the tax clause 
in a will rests upon the question of not what 
the testator meant to say, but of what he 
meant by what he did say. (Swole v. Burn- 
ham, 111 Conn. 420, 122, 149 Atl. 229, 230.) 


For federal estate tax purposes, the gross 
taxable estate includes not only the value of 
property which the testator owned at his 
death, but also property not subject to ad- 
ministration or not passing under his will, 
such as the dower or curtesy interests of the 
surviving spouse and statutory interests in 
lieu thereof, transfers in contemplation of 
death, transfers taking effect at or after 
death, revocable transfers made during the 
decedent’s lifetime, property owned jointly 
with some right of survivorship, property 
over which the testator had a power of 
appointment and the proceeds of life insur- 
ance policies. Under many state inheritance 
and estate tax laws, a tax is imposed upon 
or with respect to such nontestamentary 
benefits. 


The basis for the allocation of the estate 
tax where there are taxable nontestamentary 
assets is cogently discussed in Carpenter v. 
Carpenter, 267 S. W. (2d) 632 (Mo., 1954). 
The general rule followed in many states 
clearly is that in the absence of a state 
statute or testamentary provision to the con- 
trary, the ultimate burden of the federal 
estate tax falls on the residuary estate, but 
a testator has the right by testamentary pro- 
vision to place the burden of the tax where 
he wishes, and the federal estate tax statute 
makes provision for the exercise of that 
right. The general rule referred to appar- 
ently developed during a period in which 
many courts construed the federal estate tax 
statute as evidencing the intent of Congress 
to cast the burden of the tax upon the 
residuary estate; but later the Supreme 
Court held in Riggs v. Del Drago, 42-2 ustc 
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7 10,219, 317 U. S. 95, 63 S, Ct. 110, that 
“Congress intended that state law should 
determine the ultimate thrust of the tax.” 
Some authorities definitely hold that cases 
supporting the general rule were based on 
an erroneous concept of the Federal Estate 
Tax Act and refuse to follow it. Some 
states, in an attempt to remedy the situa- 
tion which had developed by state court 
action prior to the decision in the Riggs 
case, adopted statutes providing for the 
apportionment of federal estate taxes among 
all interested parties in the absence of an 
express provision in the will to the con- 
trary; while in some other states the right 
to apportionment was judicially determined. 
The rule adopted by the Supreme Court of 
Ohio is that in the absence of a-statute or 
a testamentary direction to the contrary, 
the federal estate tax on all property within 
the testamentary estate will be paid from 
the residue; while all nontestamentary inter- 
ests will bear only the burden of estate 
taxes attributed to them. This seems to be 
the more enlightened rule obtaining wider 
acceptance by the courts of the various 
states. 


In the Carpenter case, the court deter- 
mined the issues upon equitable principles 
stating: 


“The probate estate, through the ex- 
ecutrix, was not a volunteer in... paying 

. . [the estate] tax, since the payment 
thereof was required by the federal statutes. 
The tax was a tax against whole estate and 
a lien against all of the property of the 
‘gross estate’ when the tax was paid. It 
was not a debt or a tax against the deceased 
or against the property of his probate estate 
alone. F >rating the federal estate tax in 
this case between the testamentary estate 
and the non-testamentary estate seems to 
provide a fair and impartial basis for dis- 
tribution of the tax burden in question, 
where the testator in his will has not (in 
our opinion) otherwise provided except as 
to devises and bequests under the will. We 
have seen that there is nothing in the 
federal estate tax statutes to prevent a 
proper application of equitable principles to 
prevent injustice where the tax is based 
upon both testamentary and non-testamentary 
property. The mere fact that the executor 
has an obligation to pay a particular tax 
does not negative a right which he may 
have to contribution from someone else on 
account of that payment.” 


The Court concluded that the federal es- 
tate tax should be prorated and that the 
beneficiaries of the nontestamentary property 


990 


should pay the tax attributable to their re- 
spective interests therein. 


It is interesting to note, as reported in 37 
A. L. R. (2d) 171, that in jurisdictions which 
have passed upon the question for the first 
time since 1942, it is generally held that the 
burden of estate taxes must ultimately be 
borne by every part of the taxable estate 
and that every beneficiary must pay a pro- 
rated share of the tax. The reason why the 
doctrine of contribution is applicable with 
respect to the federal estate tax is that the 
tax is imposed upon the estate as a whole, 
the lien of the tax extends to every asset 
of the taxable estate and the government 
may seize any part of the taxable estate or 
enforce payment against any part of the es- 
tate. The tax is thus a common burden and 
is no more the obligation of one than of 
the other obligors. If, therefore, one of the 
obligors pays all or more of his share of the 
common obligation, he should be permitted 
to have contribution from the others. In 
many jurisdictions in which the courts had 
early held against apportionment of the es- 
tate taxes, such jurisdictions have retained 
the rule primarily because of the principle 
of stare decisis, but notwithstanding many of 
them recognize that there are allowable ex- 
ceptions to such a general rule, such as 
where the testator leaves no residuary es- 
tate or where the tentative residuary estate 
is less than the sum due for estate taxes; or 
where the residue is real estate, debts and 
taxes being required to be paid out of per- 
sonalty; or where the decedent’s probate 
estate is insolvent; or where the decedent 
died intestate. With respect to the last ex- 
ception, the Indiana court in Pearcy v. Citi- 
sens Bank & Trust Company of Bloomington, 
121 Ind. App. 136, 96 N. E. (2d) 918 (1951), 
reh’g den., 98 N. E. (2d) 231 (1951), held 
that where the decedent left no will, the es- 
tate tax must be apportioned equitably be- 
tween the probate and nonprobate estates 
and between personalty and realty in accord 
with the maxim “Equality is equity.” 


In jurisdictions where taxes may be ap- 
portioned and the surviving spouse elects to 
take against the will, the value of the elective 
share enters into the gross taxable estate, 
and if no special deduction is attributable to 
her share, the survivor is liable to apportion- 
ment on the same basis as an heir or other 


beneficiary of the taxable estate. (Jn re 
Gallagher's Will, 57 N. M. 112, 255 Pac. (2d) 
317, 37 A. L. R. (2d) 149 (1953). In jurisdic- 
tions in which the estate taxes on nontesta- 
mentary assets are not apportioned but must 
be paid from the residuary estate, it seems 
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obvious that the taxes cannot be apportioned 
directly against the share which a surviving 
spouse receives when electing to take against 
the will where there is in fact a residuary 
estate. But where the survivor's intestate 
share is described by statute as a portion of 
the “net estate” or a portion of the estate 
after the payment of all just claims, the 
share is a portion of what is left after the 
deduction of estate taxes as well as debts 
and expenses, so that the survivor’s share is 
diminished proportionately by the tax even 
if there is no formal apportionment of taxes. 
(Northern Trust Company v. Wilson, 344 II. 
App. 508, 101 N. E. (2d) 604 (1951); Jn re 
Uihlein’s Will, 264 Wis. 362, 59 N. W. (2d) 
641, 37 A. L. R. (2d) 187 (1953).) 


In Campbell v. Lloyd, 162 Ohio St. 203, 122 
N. E. (2d) 695 (Ohio, 1954), the court re- 
versed previous holdings and held that the 
federal estate tax should be deducted before 
computing the widow’s share where she 
elects to take against the will under a statute 
allowing her an amount “not to exceed 
one-half the net estate,” and it is established 
that in computing the net estate the federal 
estate tax is deducted like other debts, and 
failure to deduct would result in the widow’s 
receiving more than one half. 


In Illinois the right of the executor to 
obtain contribution when there are taxable 
nontestamentary assets seems to merit re- 
view by the courts. Like most of the mid- 
western states, Illinois has no apportionment 
statute. A leading case in this area of the 
law is that of the People v. Pasfield, 284 Ill. 
450, 120 N. E. 286, which was decided in 
1918. The decedent died testate in 1916. In 
the determination of the inheritance tax 
upon his estate, which included only testa- 
mentary assets, the appraiser deducted the 
claims and costs of administration, exclusive 
of the amount of the federal estate tax, when 
determining the net taxable estate. The 
county judge approved the report of the ap- 
praisers with one change, namely, the federal 
estate tax was deducted from the gross 
value of the decedent’s property before 
computing the amount of inheritance tax 
due the state. The sole question before the 
court was whether or not the amount paid 
the United States as estate tax should be 
first deducted from the appraised value of 
the estate before the state inheritance tax 
was computed. The court found that the 
effect of the federal statute then in force was 
to make the death duty an expense or 
charge against the estate of the decedent 
and not an express charge against the shares 
of the legatees or distributees of the dece- 
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dent. A number of Illinois cases have since 
been decided in which, regardless of the 
facts at issue, the oversimplified statement 
that the federal estate tax is an expense of 
administration has been followed as the 
guiding rule. 


The federal statute did not invade the 
right of the state to require contribution, 
nor was the question of the right of the exec- 
utor to obtain contribution before the court 
in the Pasfield case. Even though it might 
be conceded that the nature of the federal 
estate tax does not require contribution from 
the legatees and devisees of a testate estate, 
it does not follow that those who receive 
nontestamentary assets will be relieved of 
the obligation to assume their proportionate 
share of the estate tax burden by way of 
contribution. The executor may be required 
in equity tc allocate this burden between 
testamentary and nontestamentary properties. 


Northern Trust Company v. Wilson, cited 
above, in effect recognizes apportionment of 
the estate tax when the widow renounces. 
It might be inferred that Pasfield and other 
similar Illinois cases have thereby been 
limited in their application to a taxable es- 
tate containing only testamentary assets. 


Sometimes the testator has been presumed 
to have made an intentional gift in con- 
templation of death. Where the courts have 
found such a gift to have been intentional, 
some of them have required contribution on 
account of the estate tax on the gift. 


Is there a gift tax liability if contribution 
is consented to by a donee in the absence of 
either a statute or case law requiring con- 
tribution and in the absence of a court 
decree? If the nontestamentary property is 
in trust, the trustee cannot be a volunteer 
in making contributions; but if the non- 
testamentary property is not in trust, the 
recipient may well have made a gift by 
consenting to contribution to the estate. 


Whether or not joint tenancy property 
should be subjected to contribution has re- 


ceived little’ apparent attention from the 
courts. In @ recent district court case in 
Minnesota, Goodson v. U. S. 57-1 ustec 


{ 11,697, the court reasoned that the testator 
probably intended to impose a legal obliga- 
tion, if he had the power to do so, to impress 
the estate tax on nontestamentary property 
which included both joint tenancy and inter 
vivos transfers in trust. The court reasoned 
that any convincing manifestation of local 
law having a clear root in judicial conscience 
and responsibility, whether resting in direct 
expression or obvious implication and infer- 
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ence, should accordingly be given appropri- 
ate heed. Based upon dicta in two Minnesota 
cases, it required contribution from both the 
surviving joint tenants and the beneficiaries 
of the inter vivos trust. 


The rationale of the court in the Goodson 
case followed in the main the principles 
enunciated in Gallagher v. Smith, 55-1 ustc 
7 9485, 223 F. (2d) 218, (CA-3). In this 
decision, the court discussed the different 
types of tax cases with respect to which the 
effect of state court decisions, even though 
differing greatly, will have a bearing upon 
their controlling effect upon the federal 
courts. Where federal law has imposed no 
qualification upon or criterion for the tax- 
ability thereof, Congress has made the 
operation of the tax law in such a case 
solely dependent upon state law. An ad- 
judication of such a question of title by a 
court of the state must accordingly be given 
effect not because it is res judicata against 
the United States, but because it is con- 
clusive of the parties’ property and rights 
which alone are to be taxed. Of course, a 
state court must first adjudicate the rights 
of all parties claiming interest in the income 
or property in question, and it must have 
had jurisdiction to do so. 


A recent case involving the right to con- 
tribution and the effect of renunciation by 
the widow is Merchants National Bank (Will 
of G. E. Street) v. U. S., 57-2 uste J 11,703 
(CA-7), cert. applied for. The court held 
that in the absence of an apportionment 
statute in Indiana, the widow’s renunciation 
caused her share of the estate to bear its 
proportionate part of the estate and in- 
heritance taxes which, in turn, reduced the 
amount of the otherwise allowable marital 
deduction by the amount of her proportionate 
share of the taxes. The federal court relied 
substantially upon decrees which were en- 
tered in the state court. 


Widow's Award 


In the absence of an apportionment statute 
or direction in the will, the widow's award 
does not bear any part of the estate tax; 
it is paid out of testamentary assets. Unless 
paid out of income, it is a charge against 
the estate, although it is not under present 
law deductible in arriving at the net taxable 
estate under the estate tax statute. If not 
paid out of income, the election by the 
executor to take administration expenses as 
an income tax deduction under Section 
642(g) in itself has no effect. If the award 
qualifies for the marital deduction, the 
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amount of the formula bequest to be set up 
out of testamentary assets will be reduced 
by the amount of the spouse’s award, the 
dollar amount thereof being the same whether 
or not an election is made. If the award 
is paid out of income, which may be done 
in some states, the ele. .ion under Section 
642(g) will undoubtedly require accounting 
adjustments within the area of the applicable 
principles and procedures heretofore dis- 
cussed, 


In many instances, as a practical matter, 
the executor’s views with respect to the 
amount of the award will have some bearing 
on the amount allowed by the court. If 
there is a formula bequest for the spouse 
and if the entire award qualifies for the 
marital deduction, the executor’s views may 
be said to have had some effect upon the net 
amount set aside for the widow’s testa- 
mentary share of the estate. If, the award 
does not qualify for the marital deduction, 
its size will give the spouse more than the 
intended marital share if the will provides 
for the maximum deduction, Of this latter 
possibility, both the testator and the drafts- 
man should be fully aware. 


What to Do? 


The recent report of the Committee on 
Draftsmanship: Wills and Trusts of the 
Real Property, Probate and Trust Law Sec- 
tion of the American Bar Association, of 
which Mr. Harrison F. Durand of New 
York was the chairman, is “must” reading 
for the lawyer who drafts wills. 


The report very aptly states that the func- 
tion of the lawyer-draftsman is not that of a 
mere scrivener who reduces to writing in 
legal form the estate plans conceived by 
others; on the contrary, the draftsman is the 
heart of the estate planning team. The 
probate bar must accept this responsibility 
and train itself to the point of understanding 
the elements which entered into a complex 
estate plan and the legal principles which 
are applicable thereto. 


In its discussion of the marital deduction, 
the committee cites the advantages claimed 
by adherents of the formula-clause share of 
the residue type, and it also summarizes 
the disadvantages of the use of this clause. 
Notwithstanding that the share bequeathed 
to the wife is uncertain and that the use of 
the formula clause may create conflicts of 
interest between the widow and other 
residuary legatees and that the share of the 
widow will depend upon whether the exec- 
utor uses administration expenses as an 
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income tax deduction, the formula clause 
has wide usage and will presumably be in 
use for a long time to come. Wise drafting, 
a clear and unambiguous declaration of intent 


on the part of the testator, a comprehendible 
delineation of the duties, the limitations and 
the risks imposed upon the executor become 
all the more important. [The End] 
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ITH THE ENACTMENT of Sub- 

chapter K of the Internal Revenue Code 
of 1954, major strides were made in the 
clarification of the principles applicable in 
the taxation of partnerships. This clarifica- 
tion, with its attending possibilities for 
accurately forecasting the tax consequences 
of various provisions in partnership agree- 
ments, places a substantial premium upon 
advance planning of partnership transac- 
tions. This is true in the case of professional 
partnerships as well as commercial partner- 
ships generally. Despite the fact that the 
major portion of income earned by pro- 
fessional partnerships will be noncapital 
in nature, other areas are available to the 
members of such partnerships in which tax 
planning may result both in the avoidance 
of particular tax difficulties and in the ac- 
complishment of particular and favorable 
tax results. 


Planning 
for Sharing Partnership Profits 


Under the 1954 Code, partners are granted 
wide latitude in agreeing upon the methods 
for sharing partnership profits and losses. 
In professional partnerships, which are es- 
sentially organizations engaged in render- 
ing personal services, the sharing of losses 
is usually not a serious factor since the 
firm will usually cease to exist within a 
relatively short period after losses begin to 


11954 Code Sec. 704(b)(2). 
Sec, 1.704-1(a) (2). 


See also Regs. 
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be consistéitly incurred. Therefore, for 
planning purposes, the various possibilities 
for sharing profits of the firm will be of 
more interest to the partners, although the 
same general considerations will usually be 
applicable as well to the sharing of losses. 


The statute’ sets forth the one basic 
limitation upon the right of the partners to 
agree among themselves as to the sharing 
of items of current income. Such agree- 
ments must not be designed principally to 
avoid or evade federal income taxes. The 
regulations * contain various factors which 
will be considered in a particular case in 
determining whether or not this forbidden 
purpose exists. For example, the presence 
or absence of a business purpose motivating 
the agreement, as well as the presence or 
absence of substantial economic effect, will 
play an important role in determining the 
validity of the agreement. 

Since the professional partnership will 
usually be concerned with simply allocating 
the amount of its ordinary income among 
its members, the principal effect of the 
1954 Code is to remove any doubt as to the 
right of the parties to enter into special allo- 
cation agreements as long as they have a 
business purpose and substantial economic 
(as contrasted with income tax) effect. 

On the basis of the statute and regula- 
tions, it would seem clear, for example, that 
the partners by agreement could encourage 
certain of their number who were responsi- 
ble for the production of new business, by 
entering into an agreement which would 
provide for one set of percentages of in- 
terest in income earned up to a specified 
amount, with a different set of percentages 


2 Regs. Sec. 1.704-1(a) (2). 
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applicable to any excess. This latter set 
of percentages could be designed to reward 
specified partners who were responsible for 
generating new business. Such a provision 
would have a demonstrable business pur- 
pose as well as a very real and substantial 
economic effect. In addition, since the only 
allocation involved would be of taxable or- 
dinary income, such an agreement should 
raise no problem under the statute. 


Similarly, the partners should be able to 
agree upon differing percentages of in- 
terests in fees received from various clients, 
when the agreement is dictated by business 
considerations. Likewise, there should be 
little question but that an agreement would 
be recognized establishing different per- 
centages of interest in fees received from 
clients in different geographical areas or 
industries, when dictated by business con- 
siderations. 


In the case of those partnerships requir- 
ing a substantial amount of invested capital 
and having management sufficiently progres- 
sive to require the investment of a portion 
thereof, the regulations® indicate that the 
income from such capital might be divided 
so as to give partner A tax-exempt bond 
interest while partner B receives taxable 
dividends from stock. This type of agree- 
ment, assuming a reasonable business pur- 
pose and substantial economic effect, would 
have a very desirable tax effect upon the 
partner receiving the tax-exempt income, in 
addition to simply allocating investment 
income. In this connection, it may be noted 
that such an agreement would not have 
such substantial economic effect if partner 
A were to receive the first $1,000 of tax- 
exempt interest income, partner B were to 
receive the first $1,000 of taxable dividend 
income, and the balance of the combined 
interest and dividend income in excess of 
2,000 were to be divided equally between 
them. The effect of such an agreement is 
simply to reduce the tax liability of partner 
A without affecting his dollar share of the 
partnership income. It has no substantial 
economic effect and, therefore, will not be 
recognized.* 


The timing of agreements with regard 
to the sharing of particular items of income 
may present a planning problem. The 
statute provides that a partner’s distribu- 
tive share of a particular item of income 





* Regs. Sec. 1.704-1(b), Hxample (3). 
* Example cited in footnote 3. 

5 1954 Code Sec. 704(a) and (b). 

® 1954 Code Sec. 761(c). 

T Regs. Sec. 1.704-1(b) (2). 
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shall be determined by the partnership 
agreement. The term “partnership agree- 
ment” is in turn defined® to include any 
modifications of the basic agreement made 
prior to, or at, the time for filing the part- 
nership tax return. The statute, therefore, 
contemplates that a partnership agreement 
may be amended after the close of the part- 
nership’s taxable year in order to provide 
for special allocations of items earned dur- 
ing such year. 

Of course, such am amendment will not 
be recognized if it is made for the purpose 
of tax avoidance. The regulations provide 
that one of the relevant circumstances in 
determining whether or not an allocation 
agreement is for the purpose of tax avoid- 
ance is whether “the allocation was made 
without recognition of normal business factors 
and only after the amount could rea- 
sonably be estimated.” * In the case of a post- 
tax-year amendment, such amounts would not 
only be estimated but would undoubtedly 
have been accurately determined by the 
time for filing the partnership tax return. 
However, in the case of allocations of in- 
come by a professional partnership such as 
those outlined above, such amendments 
made after the close of the taxable year 
should nevertheless be recognized, since 
they would be supported by adequate busi- 
ness reasons and would have substantial 
economic effect. 


In conclusion, it seems clear that the 
partners may agree at any time before the 
tax return is due for a particular tax year 
as to almost any type of division of items 
of income earned during the year by the 
firm, if the agreement is motivated by 
demonstrable business reasons, is between 
unrelated parties and has substantial eco- 
nomic effect. 


Planning Taxable Year 
of Partnership and Partner 


Section 706(b) controls the adoption and 
change of a partnership taxable year. 
Generally speaking, it is designed to make 
the partnership taxable year coincide as 
nearly as possible with the taxable year of 
the “principal partners.” Such partners are 
defined * as partners having an interest of 
5 per cent or more in partnership profits 
or capital.® Section 706(b) provides that 

8 1954 Code Sec. 706(b)(3). 

* In the average professional partnership, there 
will normally be one or more principal partners. 


Conceivably, in extremely large firms the part- 
ners will be so numerous that none of them may 
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a partnership may not adopt a taxable year 
other than that of all its principal partners 
unless it establishes to the Commissioner’s 
satisfaction that there is a business purpose 
for such action. Generally, the principal 
partners of a professional partnership will 
be reporting for income on the basis of a 
calendar year. Such a partnership may, 
therefore, adopt a calendar year without 
question. In addition, if one or more of the 
principal partners report income on the 
basis of different taxable years, a partner- 
ship may likewise adopt a calendar year 
without the Commissioner’s consent.” 

If, however, a professional partnership 
desires to adopt a taxable year other than 
a calendar year, in the usual case two al- 
ternatives are open to it, both of which 
will require the approval of the Commis- 
sioner. The partnership may directly re- 
quest permission to adopt the desired fiscal 
year, or all of the principal partners may 
change to the fiscal year desired, whereupon 
the partnership may adopt that same year. 
In the latter case, the Commissioner’s per- 
mission is not required for the adoption 
of the fiscal year by the partnership. How- 
ever, the regulations construe Section 442” 
as being applicable to changes in the tax- 
able years of the principal partners.” There- 
fore, before they can make the change which 
is to be followed by the partnership’s adop- 
tion of the new fiscal year, they must 
obtain the Commissioner’s approval. and 
annualize their income for the short period 
resulting from the change.” 


The permission of the Commissioner will 
be granted in either case only upon a show- 
ing of an adequate business purpose.“ The 
regulations © give as an acceptable business 
purpose the adoption of a “natural business 
year.” Presumably, for example, an ac- 
counting firm might submit evidence that 
its natural business year closes some time 
after the 


close of the accounting year 


adopted by the great majority of its clients. 


Similarly, a law firm drawing its principal 
clients from one industry, and operating 
largely on an annual retainer basis, might 
seek to show that activities of the industry 





and the firm’s billing practices create a 
natural business year for the firm which is 
different from the calendar year. How- 
ever, because of the possibility of the post- 
ponement of income for the partners on the 
adoption of a fiscal year, the Commissioner 
can be expected to take a skeptical attitude 
in reviewing such requests. 

For existing partnerships which would 
like to plan a change in taxable years, Sec- 
tion 706(b)(1) provides that the firm may 
change without permission to a taxable year 
which is the same as that of all of its 
principal partners. In the average profes- 
sional partnership, however, the partners 
will account for income on the basis of a 
calendar year. Therefore, this statutory 
permission will usually apply only to an 
existing fiscal-year partnership and_ will 
allow it to change from its fiscal year to 
a calendar year. Such a change, however, 
will produce pyramiding of partnership in- 
come in the returns of the individual part- 
ners, and this permission is therefore largely 
illusory in the case of the average pro- 
fessional partnership. 


The statute ™ implicitly grants the right 


to change the firm’s taxable year without 
the permission of the Commissioner to any 
year to which the principal partners also 
simultaneously change. However, the regu- 
lations construing the statute ” require that 
in such a situation the principal partners 
first obtain permission for changing their 
own years. Therefore, this right of the 
partnership to change its year without 
permission is likewise largely illusory. 


Planning for Continuation 
or Termination of Firm 


Section 708 establishes two rules for de- 
termining when the partnership will be 
considered terminated. Under the first,” 
the partnership will be considered term- 
inated if no part of any business, financial 
operation or venture of the partnership 
continues to be carried on by any of its 
partners in a partnership. Under the second 
rule,” the partnership is considered term- 
inated if within a 12-month period there is a 





(Footnote 9 continued) 
qualify as principal partners. In this situation, 
the statute and regulations place no limit on 
the right of the partnership to adopt a taxable 
year, However, this will be the exception 
rather than the rule, and in the usual case the 
adoption by a new partnership of a taxable year 
will be controlled by the statute. 

” Regs. Sec. 1.706-1(b) (1) (ii). 

1 This section controls changes 
years by taxpayers. 


in taxable 
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2 See Regs. Sec. 1.706-1(b)(2) 
cross-reference to Sec. 442. 

131954 Code Sec. 443. 

4 Regs. Sec. 1.706-1(b) (4) (iii). 

% Regs. Sec. 1.706-1(b) (4) (iii). 

16 1954 Code Sec. 706(b) (1). 

”™ Regs. Sec. 1.706-1(b) (1) (iii). 

18 1954 Code Sec. 708(b) (1) (A). 

19 1954 Code Sec. 708(b)(1)(B). 
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sale or exchange of 50 per cent or more 
of the total interest in partnership capital 
and profits. These rules of termination 
work automatically and independently of 
state law. For this reason, it is imperative 
that partners be aware of their existence, 
particularly in the case of fiscal-year part- 
nerships, since the termination of the old 
firm may pyramid partnership income in the 
returns of the individual partners unless 
the new firm succeeds in adopting the same 
fiscal year as its predecessor. 


The death of one member of a two-man 
partnership will generally terminate the 
firm as of the date the decedent’s successor 
ceases to share in partnership profits and 
losses, assuming that a new partner does 
not join with the survivor prior to the 
effective date of that cessation.” In larger 
firms, assuming that the business of the 
firm will continue to be carried on by one 
or more partners in partnership, the second 
test for termination may apply if there 
is a sale or exchange of a partnership in- 
terest during a 12-month period within 
which 50 per cent of the interests in part- 
nership capital and profits have been sold 
or exchanged. 


If the old firm is deemed terminated, its 
assets are deemed distributed in kind pro 
rata to all partners by operation of law and 
are then deemed recontributed to the new 
successor partnership. However, the regu- 
lations exclude from the concept of “ex- 
change” gifts, bequests, inheritance and 
liquidation of partnership interests as well 
as the contribution to the firm of property.” 
This is a rather liberal interpretation of the 
word “exchange” and except for the possible 
application of the step transaction doctrine 
in any given case, allows the partners to 
select the type of transaction by means 
of which a partnership interest is to be re- 
linquished or to change hands in order to 
accomplish or avoid termination, as they 
desire. From a planning standpoint, one of 
the principal problems is to indicate clearly 
the type of transaction desired in a particu- 
lar case.™ 


If it is desirable to have the partnership 
terminated or if a partner insists upon sell- 
ing his interest rather than having it liqui- 


2” Regs. Sec. 1.708-1(b) (1) (ii) (a). 

21 Regs. Sec. 1.708-1(b) (1) (iv). 

2 Regs. Sec. 1.708-1(b) (1) (ii). 

3 Section 708(b)(2) contains special rules for 
establishing the identity of the partnership, if 
any, which will be deemed to survive a merger, 
consolidation or division. However, these are of 
limited interest and will, therefore, be excluded 
from the scope of this discussion. 
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dated, it may then become vital to 
determine whether or not the sale results 
in the termination of the firm. The statute 
provides that the partnership is terminated 
if there have been sales during a 12-month 
period of 50 per cent or more of the total 
interest in partnership “capital and profits.” ™ 


The concept of a stated percentage of 
interest in “profits” is easily understood, 
and the percentage is usually identifiable 
quite readily. However, in the case of pro- 
fessional partnerships in which the agree- 
ment provides for special allocations of 
various items of income, so that a partner 
may be sharing one item of income in one 
percentage and another item of income in 
a different percentage, it may be impossible 
to determine his percentage of the total 
profits. Therefore, a sale of a partnership 
interest by such a partner may leave in 
doubt the question of whether or not the 
firm has been terminated as the result of 
the sale. 


In this situation, if there is sufficient ad- 
vance notice of the forthcoming sale, it may 
be advisable to consider amending the part- 
nership agreement to grant the selling part- 
ner a fixed percentage of interest in all 
items of partnership income. This amend- 
ment should be made as far in advance of 
the sale as possible, and the purchaser of the 
interest should be prevailed upon to accept 
the same fixed percentage for some reason- 
ably substantial period of time afterward. 
If the fixed percentage of interest in profits 
is not effective for some substantial period 
of time before and after the sale, the Com- 
missioner may well argue that the amend- 
ment had no substance. This would then 
leave the question of the firm’s termination 
in doubt, and he would be free to attack 
any position taken by the remaining partners 
on the issue. 


In attempting to determine the effect of 
a proposed sale of the partnership interest 
upon the continuation of the firm, the con- 
cept of a 50 per cent interest in “partner- 
ship capital” presents even more difficulty. 
Under the regulations,” in order for a 
partnership to be terminated, there must be 
a sale or exchange of 50 per cent or more 
of the total interest in its capital and 50 per 





%In this connection, it may be noted that 
the concept of interest in partnership capital 
and profits is also employed in the definition 
of a principal partner discussed above in con- 
nection with partnership taxable years. It also 
appears in Sec. 1361, dealing with the right of 
certain partnerships to elect to be taxed as 
corporations. 

23 Regs. Sec. 1.708-1(b) (1) (ii). 
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cent or more of the total interest in its 
profits. Therefore, in order for the partner- 
ship to be terminated, there must in any 
event have been a sale of 50 per cent or 
more of the total interest in partnership 
capital within the 12-month period. The 
problem is to determine the type of per- 
centage interest in capital which the statute 
requires be sold. 


Two constructions of the concept of 
capital are suggested. First, the concept 
may mean a fixed percentage of interest in 
dollars of partnership capital at the moment 
of sale. Second, the concept may mean a 
stated percentage of interest in the un- 
realized appreciation in partnership assets 
which has not been reduced to income at 
the moment of the sale. 


As Section 708 requires that the total 
percentages of interest in capital sold over 
a 12-month period be accumulated, the first 
construction seems somewhat unreasonable 
since that percentage may vary widely 
from day to day, depending upon the part- 
nership’s business and financial activities and 
the drawings of the individual partners. 
For this reason, it would be fairly easy to 
manipulate the percentage on any given 
date to achieve a desired result. 

In a professional partnership, capital is 
usually not a material producing factor. 
Thus, the partnership agreement is fre- 
quently completely silent upon the percent- 
age of interest of a particular partner in 
capital. The second possible construction 
of the concept of capital will usually result 
in the percentage of interest in capital being 
equal to the percentage of interest in profits. 
This would seem to produce the more reason- 
able result in most cases involving profes- 
sional partnerships. 

The choice between these conflicting con- 
cepts of interest in capital is not clarified 
either by the legislative history or by the 
regulations. Therefore, in planning for the 
transaction in advance, it may be well to 
consider both concepts as applicable on the 
date of sale or exchange. If it is desired 
to insure that the partnership be terminated, 
both tests should be met; if it is desired 
to insure that it not be terminated, neither 
test should be met. 


In conclusion, faced with a shift of part- 
nership interests or the withdrawal of a 


partner, the partners should decide whether 
the termination of the firm is undesirable. 
If termination is desired, the transaction 
should be set up as a sale™ after all ques- 
tions as to percentage of interest in capital 
and profits being sold have been eliminated, 
if necessary by amendments to the partner- 
ship agreement. If termination is undesir- 
able, the transaction should be established 
as a withdrawal of the partner and all in- 
ference of a sale or exchange of the partner- 
ship interest avoided. 


Planning for Changes in Firm Membership 


Planning for sale of interest by living 
partner.—Planning in advance of a sale 
by a partner of his interest in the firm may 
be even more important under the 1954 
Code than under prior law. From the 
standpoint of the selling partner, the timing 
of the sale will be important if the firm 
accounts for income on a fiscal year. The 
taxable year of the partnership closes with 
respect to the selling partner on the effective 
date of the sale of his entire interest.” 
Therefore, when a fiscal-year partnership 
is involved, timing the sale to take effect 
at the close of the partnership fiscal year 
will avoid the pyramiding of partnership 
income in the partner’s return for the year’s 
sale. 

From the standpoint of the seller, it is 
immaterial whether or not the sale results 
in termination of the firm. However, if the 
firm is not terminated and the sale is made 
other than at the close of the firm’s taxable 
year, the interim closing of the partnership 
books may be avoided by an agreement 
among the buyer, seller and the remaining 
partners estimating the seller’s pro-rata 
share of various items of income, had he 
remained a partner until the end of the 
year, reduced by the proportion of the 
taxable year which has elapsed prior to 
the sale date.™ 

Aside from timing the sale, advance 
planning for the sale is important because 
of the so-called collapsible partnership pro- 
visions * of the 1954 Code. The sale of his 
partnership interest will result in recogni- 
tion of gain or-loss to the seller.” In the 
case of a professional partnership, there 
will usually be few, if any, substantially ap- 
preciated inventory items held by the firm.™ 





2 If necessary, this sale may be by the with- 
drawing partner to the remaining partners in 
proportion to their interests, provided the 
transaction is between the partners individually 
and does not involve the partnership itself. 

271954 Code Sec. 706(c)(2)(A) (i). 
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8 Regs. Sec. 1.706-1(c) (2) (ii). 

2° 1954 Code Sec. 751. 

% 1954 Code Sec. 741. 

% See the definition of this term in 1954 Code 
Sec. 751(d). 
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The primary concern of the seller will be 
with the partnership’s unrealized receivables 
on hand at the date of sale.” The regula- 
tions ® amplify the statutory definition of 
such receivables and provide that the term 
includes any right to payment for services 
rendered or to be rendered, arising under 
contracts or agreements in existence at the 
time of sale, although payment may not 
then be enforceable, to the extent that in- 
come from such rights has not previously 
been included in income under the method 
of accounting employed by the partnership. 

Section 751(a) was designed to prevent 
tax avoidance by requiring that upon the 
sale of a partnership interest (which gen- 
erally is treated as a capital asset”) the 
partnership entity will be disregarded to the 
extent of the selling partners’ interest in 
unrealized receivables held by the firm 
on the effective date of the sale. To the 
extent of such interest, the selling partner 
is deemed in effect to have directly sold his 
interest in such receivables to the purchaser. 
Since these assets are noncapital in nature, 
the proceeds will result in ordinary income 
to the seller. Thus, upon the sale of his 
partnership interest, a part of the total 
amount received will be deemed received 
for the seller’s interest in the partnership 
(excluding his interest in unrealized re- 
ceivables) and the balance will be deemed 


received for his interest in such receivables, 


The first amount is considered received on‘ 


the sale of a capital asset, while the second 
is considered received on the sale of a non- 
capital asset. 

In this connection, it may be noted that 
the basis provisions of the statute ® are such 
that the basis of the receivables upon their 
imputed sale by the selling partner will 
generally be an amount equal to their basis 
in the hands of the partnership.” In the 
case of the usual professional partnership, 
the basis of these receivables will be zero 
since the cost of performing the service 
payment is to be received 
ordinarily have been expensed. 


for which will 

As the result of the foregoing principles, 
‘it will be seen that to the extent the sale 
price in a professional partnership is at- 
tributable to the selling partner’s interest in 
unrealized receivables, the amount received 


for such interest will usually constitute or- 
dinary income rather than capital gain. 
Because of the difficulties in valuing these 
receivables, it will be imperative for the 
selling partner to negotiate with the buyer 
as to the amount being paid for this interest 
rather than to leave the amount to be fixed 
in negotiations with the commissioner on 
the audit of the tax return several years 
after the sale has taken place. 

The regulations ™ recognize that generally 
the portion of the total amount realized on 
the sale which the seller and the purchaser 
allocate to the former’s interest in un- 
realized receivables in an arm’s-length 
agreement will be regarded as correct. 

Advance planning may also materially 
aid the buying partner. For example, in 
the timing of the sale, he should be aware 
of the fact that the sale may effect the 
continuation of the partnership. Thus, if 
he is buying an interest in a fiscal-year 
partnership and is counting upon the exist- 
ence of that fiscal year to postpone the year 
of realization of his share of partnership 
income, he should first satisfy himself that 
the sale will not, at least of itself, terminate 
the firm, or that a new successor firm 
created under such circumstances has a 
reasonable chance of securing the permis- 
sion of the Commissioner to establish the 
same fiscal year. 

If investigation reveals that there is a 
substantial risk that the fiscal year will be 
changed, the prospective buyer may con- 
sider the possibility of having the seller’s 
interest liquidated and of acquiring an 
interest in the firm himself by a contribution 
of capital or services. In this connection, it 
may be noted that if the negotiations be- 
tween buyer and seller have progressed to 
any appreciable extent prior to a change 
in the form of transaction from a sale to 
a liquidation of the partnership interest, 
there is a risk that the Commissioner may 
urge the application of the step transaction 
doctrine in order to find that the transaction 
is in substance a sale which results in 
termination of the firm. 

The collapsible partnership provisions 
may effect the buying partner almost as 
profoundly as they do the seller. As indi- 
cated above, the buyer will be deemed to 
have purchased the interest of the seller in 





® This term is defined in 1954 Code Sec. 751(c) 
to include the right, to the extent not previously 
included in income, to payment for services 
rendered or to be rendered. 

*% Regs. Sec. 1.751-1(c). 

* 1954 Code Sec. 741. 

%° 1954 Code Secs. 732 and 751. 
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% See Regs. Sec. 1.751-1(a)(2), requiring that 
the receivables be treated as though currently 


distributed under Sec. 732, which in turn re- 
quires that they take the basis of the partner- 
ship, if the distributee’s basis is equal to or 
exceeds such amount. 

** Regs. Sec. 1.751-1(a) (2). 
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partnership unrealized receivables directly 
from the selling partner. He then in effect 
replaces them in the partnership following 
the acquisition of the partnership interest. 
Although the purchased interest in these 
unrealized receivables represents potential 
ordinary income to the buyer, there are two 
general methods by which he may obtain a 
stepped-up basis for the purchased interest 
in such assets equal to the amount which 
he pays therefor. 


If the general partnership election pro- 
vided by Section 754 is in effect as of the 
effective date of the sale, Section 743 pro- 
vides that the basis of the partnership for 
the unrealized receivables then in its hands 
shall be adjusted upwards for the benefit of 
the purchasing partner to reflect the amount 
which he has paid therefor. Therefore, on 
the subsequent realization by the firm of 
income in respect of such receivables, the 
buying partner’s share will result in ordinary 
income only to the extent that it exceeds 
the amount paid for his interest in such 
receivables. Thus, in planning the purchase, 
the buying partner will not only wish to 
negotiate with the seller as to the amount 
to be paid for his interest in these receiv- 
ables, but also will generally wish to negoti- 
ate with the remaining partners in an 
attempt to have them agree that they will 
exercise the general partnership election for 
the taxable year in which the sale occurs. 


Under the regulations,” the buying partner 
should be assured of this result by obtaining 
an agreement from all remaining partners 
that the election will be filed with the part- 
nership return for the taxable year of the 
partnership within which the purchase of 
the partnership interest occurs. 


Even in the absence of a general partner- 
ship election, if the buying partner sells his 
interest within two years, the regulations” 
provide that his basis for his interest in 
unrealized receivables shall be an amount 
equal to the basis the property would have 
had ® if the selling partner had received his 
share thereof in a current distribution made 
immediately before the sale. Section 732(d) 
then allows the basis of the receivables to 
be adjusted for purposes of such a distribu- 


tion just as though the general election were 
in effect. 


Thus, even if the buyer is unable to have 
the general partnership election apply to the 
sale, he may still receive the benefit of a 
stepped-up basis if he sells his interest 
within two years.“ 

In view of the foregoing possibilities for 
acquiring a stepped-up basis for unrealized 
receivables, the buying partner will wish to 
negotiate a separate amount to be consid- 
ered as paid for the seller’s interest in un- 
realized receivables and will also usually 
wish to insure that the general partnership 
election will be in effect as of the date of sale. 

In addition to the planning for the sale 
of an interest which should be undertaken 
by the buyer and seller of a partnership 
interest, the partnership (representing the 
interests of the remaining partners) may 
also profitably analyze the effect of the 
proposed transaction from its own standpoint. 


With respect to the effect of the sale 
upon the continuity of the firm, Section 
706(c) provides that except in the case of 
the termination of the partnership, the sale 
of the partner’s interest will not close the 
partnership taxable year. On the other 
hand, as indicated above in the discussion of 
the principles controlling the continuation 
or termination of partnerships generally, the 
sale may have an effect upon the continua- 
tion of the partnership. In fact, if the sale 
is of 50 per cent or more of the interest in 
partnership capital and profits, it will auto- 
matically terminate the firm. Accordingly, 
the partnership may wish to determine 
whether its termination may result from 
the sale, and if so, what action, if ‘any, it 
desires to take to avoid this result. As 
indicated above, the problem of termination 
can usually be avoided if the interest of the 
partner desiring to withdraw is liquidated 
rather than sold. 


In addition, if the incoming partner de- 
sires to have the firm exercise the general 
partnership election under Section 754, the 
partnership may wish to study the possible 
effect of that election on the remaining 
partners and partnership operations in gen- 
eral. The election is a continuing one; and 





% Regs. Sec. 1.754-1(b). 
%® Regs. Sec. 1.751-1(a) (2). 


“This basis is to be determined under Sec. 
732, including Sec. 732(d), which allows the 
basis of any property distributed in kind within 
two years of the purchase of an interest to be 
adjusted as though the general election under 
Sec. 754 were in effect. 

“Section 732(d) also provides that upon a 
distribution of property other than money 
(which in the case of a professional partnership 


Federal Tax Conference 


would normally be only some small portion of 
a liquidating distribution) within two years 
after the acquisition of the interest, the basis 
of the property may be adjusted as though the 
general partnership election were in effect. 
Therefore, this possibility of a stepped-up basis 
will ordinarily be of little interest in a profes- 
sional partnership except on a liquidating dis- 
tribution in which unrealized receivables are 
distributed in kind. 
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once exercised, it may not be revoked with- 
out the approval of the district director for 
a sufficient reason. In addition to the ad- 
justment to the basis of partnership assets 
in favor of the buying partner, the election 
will require the basis of partnership prop- 
erty remaining after certain distributions to 
be adjusted upward or downward under 
certain circumstances.” This downward ad- 
justment can occur only upon a sale or 
complete liquidation of a partner’s interest, 
at a loss;“ and while the sale or liquidation 
of such an interest in a professional part- 
nership will most frequently result in a 
gain rather than a loss, this is not always 
the case. Therefore, this risk of a down- 
ward adjustment in the basis of partnership 
assets remaining after a distribution may 
create objections to the exercise of the elec- 
tion. Furthermore, the granting to the 
buying partner of a special basis adjustment 
for partnership assets may create substan- 
tial accounting difficulties, primarily of a 
mechanical nature. For example, if the 
election is exercised, each unrealized receiv- 
able of the firm may have a zero basis from 
the standpoint of the partnership generally, 
but a separate dollar amount of basis from 
the standpoint of the buying partner. Mak- 
ing two accountings for income upon the 
collection of each receivable can be a sub- 
stantial burden if the number of receivables 
is great. This administrative problem should 
therefore be considered in making the firm’s 
decision as to whether or not the general 
partnership election should be exercised. 


Planning for withdrawal of living partner. 
—Within the context of this discussion, the 
word “withdrawal” is used to indicate a 
liquidation by the partnership of the part- 
nership interest of a partner who is to 
completely sever his interest in the firm 
It is to be contrasted with a sale by a part- 
ner of his interest, which is a iransaction 
between the selling and buying parties indi- 
vidually;“ and as will be developed more 
fully below, different tax consequences may 
be possible, depending upon whether there 
is a liquidation or a sale. The fact that a 
partner may sell his entire interest to all of 
the remaining partners in proportion to 
their interests in the firm should not require 
that the transaction be considered a liqui- 
dation, if it is in fact made directly between 
the seller and the buying partners. On the 


# 1954 Code Secs. 754 and 734. 

* Sections 734(b)(2), 731(a)(2) and 732(b) by 
their terms apply only upon a distribution in 
“‘liquidation’’ of a partner's interest. Section 
761(d) defines this term as meaning the termi- 
nation of the partner's entire interest. 

* Regs. Sec. 1.736-1(a) (1) (i). 
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other hand, it may be possible for the Com- 
missioner to question the transaction as a 
liquidation if the partners contribute the 
funds necessary to liquidate the withdraw- 
ing partner’s interest. To the extent that 
this distinction between a liquidation and a 
sale makes a difference in the tax conse- 
quences, it should be carefully preserved 
throughout all the planning phases of any 
impending change in firm membership; and 
the type of transaction should be chosen 
which will allow the desired tax results. 


Since the withdrawal of the partner will 
involve only the withdrawing partner and 
the partnership, the two parties primarily 
concerned with planning for the transaction 
will be the partnership, on one hand, and 
withdrawing partner, on the other. From 
the standpoint of the partnership, which in 
effect represents the interests of the remain- 
ing partners in the withdrawal, the timing 
of the withdrawal will not affect its taxable 
year “ nor result in termination of the firm.” 
Therefore, the only problem in timing the 
withdrawal is to insure that if it occurs 
prior to the end of the firm’s taxable year, 
the withdrawing partner’s share of income 
is allocated to him by agreement, just as in 
the case of a selling partner discussed above, 
in order to avoid an interim closing of the 
firm’s books. 


Upon an outright liquidation of the in- 
terest of a withdrawing partner, the amount 
thereof attributable to his interest in un- 
realized receivables is required by Section 
736(a) and (b)(2)(A) to be considered a 
payment of partnership income “ which will 
reduce the remaining partnership income 
reportable by the continuing partners. Thus, 
in this situation, the remaining partners re- 
ceive no stepped-up basis for the withdraw- 
ing partner’s interest in unrealized receivables 
remaining in the partnership, as would be 
the case if they had bought the interest 
directly, but they do receive a compensat- 
ing tax benefit in that the amounts paid in 
respect of that interest reduce the partner- 
ship income otherwise reportable by the 
continuing partners. The balance of the 
amount distributed to the withdrawing part- 
ner (disregarding the possible existence of 
inventory items 
under Section 751 as being de mipimis in the 
usual professional partnership) will be con- 


* 1954 Code Sec. 706(c)(1). 

* Regs. Sec. 1.708-1(b) (1) (il). 

“If, however, it is determined without regard 
to the income of the partnership, it will be 
considered under that section to be a guaranteed 
payment, 
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sidered received in respect of his interest 
in the remaining partnership property. As 
such, the payment is considered a normal 
distribution of partnership property and 
does not result in a deduction from partner- 
ship income. Although on such a complete 
liquidation the tax consequences to the re- 
maining partners do not vary greatly from 
those of a sale of the interest to them, here 
again it is to their advantage to establish 
the amount paid in respect of the withdraw- 
ing partner’s interest in unrealized receiv- 
ables in order to determine the amount of 
the total payments to him which is deduct- 
ible from firm income. 


Arm’s-length agreements between the 
parties as to the amount of the distribution 
attributable to the withdrawing partner’s 
interest in unrealized receivables, on the 
one hand, and in other partnership property, 
on the other, will ordinarily be recognized 
by the Commissioner.* If the agreement 
simply specifies the amount paid for the 
withdrawing partner’s interest in partner- 
ship property other than unrealized receiv- 
ables, the balance will be considered a payment 
of income and deductible by the partner- 
ship.” If it is desired to pay the withdraw- 
ing partner more than the value of the 
tangible assets (excluding unrealized re- 
ceivables) but to have them treated as a 
nondeductible property distribution, this can 
be accomplished by having the partnership 
agreement provide for a payment of the 
excess amount in liquidation of the partner’s 
interest in good will.” 


As the foregoing discussion of principles 
indicates, the structure of the statute will 
permit considerable flexibility in dividing 
the liquidating payment or payments be- 
tween a deductible payment of partnership 
income and a nondeductible distribution in 
respect of capital. 


Further flexibility in the case of liquida- 
tion is afforded by the fact that under the 
statute™ and regulations™ the parties by 
agreement may spread the payments over 
any period of time desired, and the de- 
ductible portion of the payments may either 
be fixed in amount or made dependent upon 
the existence of partnership income.” 


The right of the partnership by agreement 
to classify payments which otherwise might 
be for good will as deductible distributions 
of income will produce tax savings for the 
firm. However, the withdrawing partner 
will be required to include such payments 
in income at ordinary income rates. On 
the other hand, by an agreement spreading 
the income payments, the tax bracket of the 
withdrawing partner can often be reduced. 
The unrealized receivables in which the 
withdrawing partner would have an interest 
if he had continued ordinarily will be 
realized as income by the firm in the first 
two or three years after his withdrawal. By 
spreading payments for his interest in these 
items Over a greater period of years, he is 
placed in a lower tax bracket, while the 
partnership is in a correspondingly higher 
bracket for those years in which the re- 
ceivables are realized. At least to partially 
offset this disadvantage to the firm, how- 
ever, it should be noted that it will have the 
use of at least a part of the money pro- 
duced by such receivables until the pay- 
ments to the withdrawing partner equal the 
agreed amount of his interest therein. 


As long as the payments continue, the 
withdrawing partner is treated as a member 
of the firm for tax purposes.” If, however, 
there seems to be a substantial risk that the 
firm might be terminated. at some future 
time, it may be well to provide in the agree- 
ment covering the withdrawal that all pay- 
ments to the withdrawing partner are to 
be completed within a period which, it is 
estimated, will end well prior to such ter- 
mination. Otherwise, there is a substantial 
risk that the termination of the firm may 
change the character of the payments and 
that all of them may be nondeductible by 
a successor firm. 

Because of the latitude allowed the parties 
in making agreements for distributions on 
withdrawal of a partner, a fairly thorough 
analysis of the income tax position of all 
parties involved will ordinarily be required 
in order to determine the most advanta- 
geous possible form for the transaction. 
Normally, if a liquidation is agreed upon, 
the partnership agreement should state the 
amounts of payments treated as deductible 





* Regs. Sec. 1.736-1(b) (1). 

# 1954 Code Sec. 736(a) and (b). 

% 1954 Code Sec. 736(b)(2)(B). In the case 
of law partnerships, however, this attempted 
sale of good will may create an ethical problem. 
See Opinion No. 266 of the ABA Standing Com- 
mittee on Professional Ethics and Grievances, 
discussed in the 1957 Section of Taxation Pro- 
gram and Committee Reports, pp. 43-44. 
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% Note the reference in 1954 Code Sec. 736(a) 
to ‘‘Payments"’ made in liquidation of the inter- 
est of a retiring partner. (Italics supplied.) 

® Regs. Sec. 1.736-1(a). 

53 If they are fixed in amount, Sec. 736(a) (2) 
requires that they be considered a guaranteed 
payment by the partnership. If they are de- 
pendent upon partnership income, Sec. 736(a) (1) 
provides they are to be considered a distributive 
share thereof. 

% Regs. Sec. 1.736-1(a) (1) (ii). 
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partnership income (including a value for 
the withdrawing partner’s interest in un- 
realized receivables), on the one hand, and 
the amounts of payments treated as non- 
deductible distributions, on the other. If 
the payments are to be made over a period 
of time, all of the relevant details should 
be included in the agreement. 


From the standpoint of the withdrawing 
partner, if his interest is completely liqui- 
dated, the problem of timing his withdrawal 
will be identical with that of a partner sell- 
ing his interest. If, however, he is to receive 
payments over a period of years under Sec- 
tion 736, these payments will allow him to 
continue to be considered a partner for their 
duration.” 


From the standpoint of the withdrawing 
partner, he may wish to negotiate with the 
partnership on the issue of a lump-sum 
liquidation payment versus a_ long-term 
series of payments. In addition, if long- 
term payments are chosen, business con- 
siderations will also affect the amount and 
term thereof. The withdrawing partner 
will also wish to consider the advisability 
of having the duration of the payments lim- 
ited to the period during which the partner- 
ship will continue for tax purposes, in order 
to avoid the problem raised by a termination 
of the firm during the period when con- 
tinuing payments are to be made. 


Death of partner.—From the standpoint 
of the partnership and partners generally, 
the planning for the possible death of a 
-partner will require first a basic decision as 
to whether the transfer of the interest of 
the decedent is to occur by sale thereof 
made pro rata to the surviving partners, as 
individuals, or whether such interest is 
simply to be liquidated by the partnership. 
From the standpoint of the partnership and 
the surviving partners, the effect of such a 
sale or liquidation is substantially identical 
with that discussed above in the case of 
sales and liquidations generally, and the 
same considerations are applicable. For 
example, if it is desired to liquidate the in- 
terest of the decedent, this may be done by 
means of a series of payments over an ex- 
tended period of time under Section 736, 
just as in the case of the withdrawal of a 
living partner. From the standpoint of 
the termination of the partnership, the sale 
of the decedent’s interest by the executor 
to the surviving partners will be counted in 
the sales or exchanges of partnership in- 
terests during a 12-month period, for the 
purpose of determining whether or not the 


5) Regs. Sec. 1.736-1(a) (1) (ii). 
% 1954 Code Sec. 708(b)(1)(B). 
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Although cross-purchase or 
cross-liquidation agreements may be 
entered into regarding the sale 

or withdrawal of a partner during his 
lifetime, they are especially helpful 

in planning for his possible death. 


firm is terminated.” However, the inheri- 
tance and liquidation of the interest will 
not.” Unless the firm is otherwise termi- 
nated, the death of a partner will not, stand- 
ing alone, result in a closing of the partnership 
taxable year.® 


Although cross-purchase or cross-liquida- 
tion agreements may be entered into in re- 
spect of the sale or withdrawal of any 
partner during his lifetime, they are especi- 
ally helpful in planning for the possible 
death of a partner. This is due to the fact 
that ordinarily the transaction cannot be 
timed in advance, and the existence of such 
an agreement avoids the necessity of ex- 
tended negotiations with the decedent’s 
heirs or executors who may not be familiar 
with the partnership business or especially 
sympathetic with its problems. In addi- 
tion, since the agreement will be effective 
upon the death of a partner, it can be funded 
by life insurance, assuming each of the 
parties is insurable, thus substantially al- 
leviating the financial burden on the sur- 
vivors which otherwise might be created by 
the necessity of payments to the successor 
of the deceased partner. 


With regard to the funding of such an 
agreement with life insurance, if it is to 
require a purchase and sale of the partner- 
ship interest among the members individu- 
ally, the insurance should be taken out by 
each of the partners on the life of the 
others. Where there are three or more 
partners, it will be possible to have a single 
policy on one partner jointly owned by the 
others individually. Section 101(a)(2)(B) 
of the 1954 Code eliminates the risk that 
the transfer of interests among the partners 
of the insured will constitute a transfer of 
the policy for a valuable consideration, 
which would result in inclusion of the pro- 
ceeds of the policy in taxable income. In 
addition, under that section the deceased 
partner’s interest in the policies on the sur- 
vivors’ lives may be bought by them without 
the transfer being considered one for con- 
sideration. 

If instead of a purchase and sale of the 
interest, the agreement provides for its liqui- 


5t Regs. Sec. 1.708-1(b) (1) (ii). 
88 1954 Code Sec. 706(c) (1). 
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dation, the insurance should be taken out 
and retained by the partnership in order 
that the proceeds will be available to finance 
the liquidation.” The proceeds received by 
the partnership will be exempt income,” 
and the partnership agreement should pro- 
vide that amounts realized under the policy 
on the decedent are to be allocated to and 
shared solely by the surviving partners and 
that the decedent is to have no interest or 
incidents of ownership™ in the policy and 
no right to share in the proceeds thereof. 
Such an agreement would have sufficient 
reasonable business purpose and substantial 
economic effect to allow its recognition 
under Section 704(a) as an agreement for a 
special allocation of exempt partnership 
income. 


Upon the receipt by the partnership of 
the proceeds, each surviving partner’s share 
thereof will increase his basis for his part- 
nership interest.” Such an agreement would 
also have the effect of helping to insure that 
the insurance proceeds are not reflected in 
the value of the decedent’s partnership in- 
terest for federal estate tax purposes and 
are not otherwise includable in his gross 
estate except to the extent received in ex- 
change for his interest in the firm. 


In a professional partnership, the suc- 
cessor in interest of the decedent will nor- 
mally not become a partner of the firm. 
Therefore, even from the standpoint of a 
possible decedent partner, the basic choice 
of transactions still lies between a sale of 
his interest to the surviving firm members 
and its complete liquidation. The basic 
consequences of these transactions, from 
the standpoint of a deceased partner, how- 
ever, are complicated by the estate tax 
consequences of the partner’s death, as well 
as by the income tax problems created as a 
result of his death. 


From the income tax standpoint, the 
death of a partner will not close the taxable 
year of the partnership with respect to the 
decedent. Instead, such year will continue 
as to his successor to the end of the regular 
partnership year unless (1) the partnership 
is sooner terminated, (2) the estate or suc- 
cessor sells the decedent’s entire interest in 
the firm or (3) the entire interest is liqui- 
dated.“ The theory of the statutory provi- 
sion allowing the interest of the decedent 
to continue to the end of the partnership 
taxable year is that the decedent’s distribu- 
tive share of partnership income for the 
entire year should be includable in the first 
income tax return of the estate where it can 
be offset by various items of expense ap- 
pearing in that return. If, however, the 
death of the decedent occurs late in his 
own taxable year, many items of deductible 
expense incurred by him personally may be 
includable only in his last income tax return 
covering his final taxable year ending with 
the date of his death. The problem is to 
develop a method by which these items of 
decedent’s expense may be offset against 
the distributive share of partnership income 
reportable in the first return of the estate. 
A possible solution rests in the fact that the 
widow may file a joint return with the dece- 
dent in respect of the year of his death®™ in 
which these expenses will be _ reflected. 
Therefore, if income sufficient to offset 
these expenses can be distributed to the 
widow by the estate prior to the end of her 
own taxable year, the benefit of the dece- 
dent’s expenses will not be lost. However, 
when the decedent’s death occurs very late 
in the taxable year, the time element may 
make it extremely difficult, if not impossible, 
for the estate to make the distribution to 
the widow in time for inclusion in her joint 
return with the decedent for her taxable 
year within which his death occurs.” 





5% It would seem desirable to avoid having the 
policies held by the partners individually and 
having them contribute the proceeds to the firm 
to finance the liquidation, since this procedure 
might cause the Commissioner to argue that 
in substance the basic transaction was a liquida- 
tion rather than a sale. 

* 1954 Code Sec. 101(a)(1). 

* Cf. 1954 Code Sec. 2042(2), dealing with 
the inclusion in the gross estate of insurance 
in respect of which the decedent had incidents 
of ownership, ‘‘exercisable either alone or in 
conjunction with any other person.”’ 

® Section 705(a)(1)(B) provides that a part- 
ner’s basis for his interest shall be increased 
by his distributive share for the taxable year of 
income of the partnership exempt from tax 
under the income tax title. 

® See footnote 61. In addition, if the estate 
tax provisions of the Code should be amended 
to restore the payment-of-premiums test as a 
criterion for the inclusion of the proceeds of 
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insurance policies in the estate of the decedent, 
the agreement may be amended to provide that 
the cost of premiums on his policy shall be 


allocated entirely to the remaining partners. 

* 1954 Code Sec. 706(c)(2)(A)(ii) and Regs. 
Sec. 1.706-1(c)(3)(i). It should be noted in this 
connection that if the partnership interest is 
to be liquidated by means of a series of con- 
tinuing payments under Sec. 736(a), the interest 
of the deceased partner is not considered liqui- 
dated until the last of these payments is made. 
Regs. Sec. 1.736-1(a) (6). 

*§ 1954 Code Sec. 6013(a) (3). 

66 A further possible solution would be to 
sell the decedent's interest to the remaining 
partners as of the date of his death. Regula- 
tions Sec. 1.706-1(c)(3)(iv) provides that upon 
such sale the taxable year of the partnership 
with respect to the decedent shall close at that 
date. However, in the absence of advance 
notice that a partner is dying, it probably 

(Continued on following page) 
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A change in the law is presently under 
consideration to correct this problem. This 
change would close the partnership year 
with respect to a deceased partner, but give 
his executor an option to continue the year 
to its normal end.” However, as of this 
date no change has been enacted. It may 
be anticipated, however, that corrective leg- 
islation will be forthcoming in the reason- 
ably near future to substantially alleviate 
the planning problems on this point. 


In determining whether or not the suc- 
cessor of the decedent receives a stepped-up 
basis for the inherited property, including 
his interest in partnership unrealized receiv- 
ables, it is clear that the value of the entire 
partnership interest is properly includable 
in the decedent’s gross estate. In addition, 
if there are long-term payments to be made 
under Section 736(a), although it is possible 
to argue that the amount of such payments 
is not so includable, the better view is to 
the contrary.” 


Although the partnership interest proper 
may receive a stepped-up basis in the hands 
of the decedent’s successor as a result of 
its inclusion in the decedent’s gross estate, 
if the decedent’s interest is liquidated, the 
portion of the amount received for his in- 
terest in unrealized receivables is considered 
income in respect of a decedent under Sec- 
tion 691.” As such, this item receives no 
income tax basis,” and all such amounts will 
generate ordinary income in the hands of 
the successor. However, inclusion of the 
item in income of the successor will allow 
a deduction therefrom of the estate tax paid 
in respect thereof.” Similarly, if the plan of 
liquidation includes a series of payments 


(Footnote 66 continued) 

would be inadvisable to enter into such an 
agreement, since there is no way of knowing 
when death may occur. If it should occur early 
in the partner’s taxable year, such an agree- 
ment could be disadvantageous. In addition, 
such agreement may cloud the right of the 
estate to a stepped-up basis for receivables 
upon a subsequent sale of the decedent's part- 
nership interest, because it creates a question 
as to whether the sale is by the decedent or by 
his successor. 

* First Report of Advisory Group on Subchap- 
ter K to the Mills Subcommittee on Internal 
Revenue Taxation (1957). The American Bar 
Association, at its annual meeting in 1956, 
adopted a similar recommendation. 

* Note that Sec. 753 requires that such pay- 
ments under Sec. 736(a) shall be considered in- 
come in respect of a decedent, thus implicitly 
assuming that their value will have been in- 
cluded in the gross estate of the decedent. See 
also S, Rept. 1622, 83d Cong., 2d Sess., p. 405. 
Cf. Bull v. U. 8., 35-1 ustc J 9346, 295 U. S. 247, 
and McClennen v. Commissioner, 42-2 ustc 
f 10,215, 131 F. (2d) 165 (CCA-1), dealing with 
this problem under the 1939 Code. 
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over a period of years under Section 736(a), 
the total amount of such payments in excess 
of the amount paid for the decedent’s in- 
terest in partnership property (other than 
unrealized receivables) is likewise consid- 
ered income in respect of a decedent and 
will produce ordinary income. 


The effect of this provision would seem 
to be that the entire stepped-up basis is 
allocable to the partnership interest of the 
decedent represented by his interest in part- 
nership property other than unrealized re- 
ceivables and that the liquidation of such 
interest for cash may result in a capital loss.” 


By way of contrast, if the interest of the 
decedent is to be sold by the successor 
rather than liquidated, a sale at any time 
within two years after acquisition of the 
interest from the decedent partner will 
allow the basis of his interest in the unreal- 
ized receivables held by the partnership to 
be adjusted upward for the benefit of such 
successor to reflect the value thereof in- 
cludable in the total value of the partnership 
interest for estate tax purposes.“ Thus, 
upon the sale of the interest by the suc- 
cessor, the receipt of an amount equal to 
the estate tax value placed on the decedent's 
interest in unrealized receivables should not 
result in income or loss. Likewise, no in- 
come or loss should result from the sale of 
the remainder of the decedent’s interest in 
the partnership since it also acquires a 
similar stepped-up basis. On the other 
hand, in order to avoid any arguments that 
the sale is made by the decedent rather 
than the successor, any reciprocal agree- 
ment should make it clear that it is the 
successor who is selling the interest. 


1954 Code Sec. 753. 

7 1954 Code Sec. 1014(c). 

™ 1954 Code Sec. 691(c). 

% Section 731(a) provides that a gain or loss 
on a distribution by a partnership shall be 
considered as gain or loss from sale or exchange 
of the partnership interest, which interest in 
turn is considered a capital asset under Sec. 741. 

% Such adjustment would be proper under 
Secs. 754 and 743 if the general partnership elec- 
tion were in effect. Upon a current distribution 
within two years after acquisition of the in- 
terest, Sec. 732(d) provides that the partnership 
basis of the distributed property may be con- 
sidered as being the amount it would otherwise 
have been if the adjustment under Sec. 743 were 
in effect. Regulations Section 1.751-1(a)(2) 
states that the basis of an interest in unrealized 
receivables being sold will be the same as if 
the seller had received his share of those re- 
ceivables in a current distribution made to him 
immediately before the sale. The net effect of 
these provisions is to allow the seller to adjust 
the basis of the receivables for his own benefit 
to reflect their estate tax value if the interest 
in the firm is sold by the successor within two 
years after the decedent’s death. 
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Essentially, therefore, from the standpoint 
of a deceased partner, the choice lies be- 
tween (1) a sale by a successor of his part- 
nership interest to the remaining partners 
at no gain or loss with a payment of estate 
tax on the full value of the interest and 
(2) the liquidation of the interest after a 
payment of the same amount of estate tax. 
Upon the liquidation of the interest in part- 
nership property other than receivables, a 
capital loss may result. Liquidation of the 
interest in receivables will result in ordinary 
income, reduced by a deduction for the 
estate tax paid in respect thereof. If the 
payments are to be spread over a period, 
the capital loss may be of more utility, and 
the tax brackets at which the ordinary in- 
come is taxed may be reduced. A choice 
of methods should only be made after care- 
ful consideration of the possible estate tax 
bracket of the deceased partner and the 
estimated income tax brackets of the estate 
or successor for the possible years involved, 
as well as the various business considera- 
tions affecting the possible decedent, the 
partnership and the remaining partners. 


Conclusions.—Despite the complex rules 
controlling the tax planning in this area, the 


uncertainties resulting from absence of plan- 
ning can be sufficiently serious, when the 
partnership interests are of substantial value, 
to more than warrant the time necessary to 
adequately plan the details of the transac- 
tions involved. In addition, while reciprocal 
agreements between the partnership and 
partners may be unnecessary, although de- 
sirable, in the case of sales of partnership 
interests or withdrawals by living partners, 
such agreements planned well in advance 
are essential if the difficult problems occur- 
ring on the death of a partner are to be 
intelligently solved for the best interests of 
all concerned. In addition to embodying 
and implementing the basic decision as to 
the nature of the transaction by means of 
which the interest of the deceased partner 
will be transferred or extinguished, and 
providing for any desired funding of the 
obligations of the parties involved, the 
agreement should, of course, establish a 
value for each interest in respect: of which 
it may become operative, a provision for 
periodic review and revision of such valua- 
tions by mutual agreement, and any other 
relevant business details which the parties 
consider desirable. [The End] 
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HE most timely topic in any discussion 
of current developments in tax fraud 
investigations is the Supreme Court’s “sec- 
ond look”? at the net worth method in the 
Ford and Massei cases, which will undoubtedly 





be decided during the present term of the 
Court.’ 

Perhaps of greater importance in the long 
run are the continuing evolution of the con- 
cept of what constitutes fraudulent conduct 
and the changing “climate” in which tax 
investigations are being conducted. 


At the risk of being somewhat arbitrary 
and of oversimplifying what is really quite 
complex, we can think of the history of 





1 The first look was in a group of four cases 
decided on December 10, 1954: Holland v. U. 8., 
54-2 ustc 9714, 348 U. S. 121; Friedberg v. 
U. 8., 54-2 ustc 7 9713, 348 U. S. 142; Smith 
v. U. 8., 54-2 ustc J 9715, 348 U. S. 147; U.S. v. 
Calderon, 54-2 ustc { 9712, 348 U. S. 160. A 
prior case, U. 8. v. Johnson, 43-1 ustc { 9470, 
319 U. S. 503, involved the use of the net worth- 
expenditures method in computing the amount 
of unreported income; but the critical issue was 
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whether the defendant was the actual owner of 
various businesses carried on under other names, 
and the court did not have to consider the issues 
usually found in a net worth case. 

2 Ford v. U. 8., 56-2 ustc { 9823, 237 F. (2d) 
57 (CA-2), cert. granted, Dkt. No. 82, October 
Term, 1957; U. 8. v. Massei, 57-1 ustrc { 9434, 
241 F. (2d) 895 (CA-3), cert. granted, Dkt. No. 
98, October Term, 1957. 
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criminal tax-enforcement work in this coun- 
try in terms of four periods, as follows: 
(1) the years prior to World War II; (2) 
the period from 1942 to 1950; (3) the period 
from 1950 to 1955; and (4) the current period. 


Initially, criminal] tax-evasion cases were 
thought of primarily as a clever weapon for 
imprisoning public enemies whose under- 
world activities could not be halted by direct 
action on the part of the local law-enforce- 
ment officials. Names like Capone, Johnson 
and Annenberg were prime targets of the 
Treasury Department because of the power 
which they had gained through their illegal 
activities. Criminal prosecutions were con- 
centrated on racketeers. Reputable businessmen 
were rarely subjected to criminal indict- 
ments for tax evasion, and there was a 
reluctance to assert even civil fraud penal- 
ties against them, except in highly flagrant 
cases. 

World War II brought with it a high 
level of taxation which exerted heavy finan- 
cial pressure on all successful businessmen. 
Accompanying this was a prosperous and 
mobile economy, with opportunities for quick 
profits and temptations to deal “under the 
table.” 


These conditions spawned large numbers 
of war profiteers and black market opera- 
tors who often paid as little heed to the tax 
laws as they did to the regulations under 
which they were supposed to conduct their 
business operations, Moreover, many busi- 
nessmen conducting entirely legitimate ac- 
tivities yielded to the temptation to fudge 
in varying degrees on their tax obligatious 

As a result, the investigative activity dur- 
ing the period from 1942 to 1950 was ex- 
panded greatly. Of necessity, tax fraud was 
itself thought of as a serious crime which 
needed to be curtailed in order to protect 
the revenue. The Intelligence Division of 
the Treasury Department was no longer 
thought of as a crime-busting agency com- 
parable to the FBI but, rather, was con- 
sidered an agency for enforcement of the 
federal tax laws. The great bulk of its time 
was devoted to investigating tax fraud as 
such, without regard to the stratum of so- 
ciety in which the taxpayer traveled. 


The enforcement policy during this period 
was essentially a conservative one. Indict- 
ments were returned only in clear-cut cases 
involving substantial amounts of money, The 
proof of evasion was so strong that very 
few defendants even went to trial, and an 
acquittal was extremely rare. The Treasury 
Department gave tremendous publicity to 
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its long-standing “voluntary disclosure” pol- 
icy, under which a taxpayer could be assured 
that there would be no criminal prosecution 
if he revealed his tax fraud prior to the 
commencement of an investigation. In addi- 
tion, both the Treasury Department and the 
Department of Justice refrained from crim- 
inal indictments in cases where the tax- 
payer’s health was such that he could not 
undergo a strenuous trial without seriously 
endangering his life. 


Beginning about 1950 and continuing un- 
til approximately 1955, there was a period 
of great turmoil in enforcement policy. First, 
there was a wave of violent criticism of the 
Treasury Department and later of the De- 
partment of Justice. This came from Con- 
gressional committees, from newspapers and 
from political candidates, and made a strong 
impression on the so-called man on the 
street. There was an exposure of some in- 
stances of influence-wielding and influence- 
peddling. Numerous evasion cases which 
had been closed out with the civil fraud 
penalty under the voluntary disclosure and 
health policies were represented to the pub- 
lic as examples of sinister influences. 


While the criticisms were often unfair 
and frequently unjustified, and conduct which 
was simply poor judgment was sometimes 
held up as corruption, the impact on the 
public was dramatic. 


The reaction of the enforcement officials 
was quick and almost desperate. “Racket” 
squads were created to concentrate on tax- 
payers engaged or suspected of engaging in 
illegal activity. This was extended to in- 
clude even the patrons of gambling estab- 
lishments. The “voluntary disclosure” and 
“health” policies, which were responsible 
for so many of the no-indictment decisions 
being criticized by Congressional committees 
and others, were hastily abandoned. The 
jeopardy assessment, which was designed as 
a means of preventing the removal of assets 
from the reach of the tax collector, was fre- 
quently brought into use as an enforcement 
weapon. 

The number of indictments increased 
tremendously. Borderline cases, in which 
prosecution would previously have been de- 
clined, were processed for indictment, Criminal 
sanctions were imposed in many small-scale 
evasions involving only a few hundred dol- 
lars in tax. To avoid the use of the felony 
brand in what were essentially minor tres- 
passes, the Department of Justice made use 
of the misdemeanor provision of Section 
3616(a) of the Internal Revenue Code of 
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1939.2 Ultimately, however, that section was 
held inapplicable to income taxes in the 
Achilli case. 

In addition, this era from 1950 to 1955 
saw an intensive investigation by the Treas- 
ury Department of its own personnel. Every 
Internal Revenue employee was investigated 
to some degree. Not only did this involve 
the diversion of a large amount of man- 
power from the investigation of taxpayer 
conduct, but it had the effect of greatly 


lowering the morale of many employees, 
and others worked in an atmosphere of 
intimidation which made a fair and objec- 
tive evaluation of the facts difficult, if not 
impossible.® 


Not all will agree that this period of tur- 
moil has ended, since these conditions did 
not occur uniformly throughout the coun- 
try but, rather, varied both as to time and 
as to intensity in different areas. There are 
strong indications, however, that the pendu- 
lum has reached the end of its swing and 
that we are now in a new period. 


We find, for example, that there is once 
again a concentration of investigative efforts 
on tax evasion as such. The special “rackets” 
squads have been eliminated, and the work 
of combating the underworld has been left 
to those who are more appropriately qual- 
ified to assume that responsibility. The 
jeopardy assessment is no longer being 
applied as a punitive measure, but (with 
perhaps rare exceptions) is being restricted 
to situations in which the collection of the 
revenue is thought to be endangered. Rec- 
ommendations for criminal prosecution are 
being reviewed more objectively. In part, 
this is because the reviewers do not feel as 
acutely aware of the shadow of a Con- 
gressional committee investigator peering 
over their shoulders, and they are able to 
reach their decisions in an atmosphere which 
is less colored by the fear of future criticism. 
In addition, the fact that more defer: .-tis 
are going to trial and more juries are Z- 
ing in acquittals has caused concern for the 
validity of the standards for prosecution. 


Finally, the current attitude shows a higher 
regard for the rights of taxpayers than was 


demonstrated a few years ago. Supervisors 
are more willing to curb the overzealous- 
ness of some of their more aggressive agents. 
A number of judicial decisions have had a 
strong impact on the use of improper in- 
vestigative methods. The practice of some 
agents of misleading a taxpayer as to the 
nature of the investigation in the hope that 
he will waive his constitutional rights and 
will refrain from seeking legal advice has 
on occasion been exposed and condemned. 
In the recent case of U. S. v. Frank; the 
opinion sets forth the following excerpt from 
written instructions which had been issued 
to the revenue agent in that case for use in 
investigating “racket” cases: 

“When the agent has completed the pre- 
liminary background on his taxpayer, he 
should then contact the taxpayer, informing 
him that a routine examination of his tax re- 
turn is being made for the year, and that an 
appointment would be desirable. The tax- 
payer may then inform the agent that he 
has an accountant who has prepared the 
return. Your authority is then complete to 
contact the accountant. It is advisable to 
review the accountant’s work papers used 
in the preparation of the tax return. How- 
ever, this should not be the basis of closing 
the investigation as the accountant has used 
the information supplied by the taxpayer 
and it may not be complete in divulging all 
the income, nor will it have all the records 
necessary in verification of deductions or 
business expenditures. 


“Be cautious and alert and cultivate the con- 
fidence of the taxpayer without tipping your 
hand as he may cooperate to some degree 
with you, but if he finds out that you are on 
his trail as an ‘R’ sleuth, he may clam up, 
and from then on your job will be much 
more tedious and a lot of harder work is 
ahead of you.” (Italics supplied.) 


in condemning this investigative tech- 
nique, the appellate court made the follow- 
ing statement:' 

“We agree with the appellant that the 
tone of these instructions is greatly to be 
deplored. We think they can be easily mis- 
understood by an agent to urge him to get 





3 ‘*Whenever any person Delivers or 
discloses to the collector or deputy any false 
or fraudulent list, return, account, or statement, 
with intent to defeat or evade the valuation, 
enumeration, or assessment intended to be made 
. he shall be fined not exceeding $1,000, 
or be imprisoned not exceeding one year, or 
both, at the discretion of the court, with costs 
of prosecution.’’ A similar provision is found 
in Sec. 7207 of the 1954 Code. 

4 Achilli v. U. 8., 57-1 ustc 7 9692, 353 U. S. 
373. 
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5 The then Attorney General, J. Howard Mc- 
Grath, testified before the Chelf Committee on 
March 26, 1952, that, because of the ‘‘atmos- 
phere’ created by Congressional investigations, 
Justice Department lawyers were unwilling to 
take the responsibilu; for dropping question- 
able cases. San Franc's.. Examiner, March 27, 
1952, p. 4, col. 1. 

* 57-1 ustc { 9675, 245 F. (2d) 284, (CA-3), ap- 
plication for cert. filed June 24, 1957. 

1245 F. (2d), at p. 286. 
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over the line into fraudulent conduct in «a 
effort to capture a tax evader. They ere 
not the kind of instructions which tend to 
foster good relations between a government 
and its citizen taxpayers even though some 
taxpayers may have strayed from the path 
of accuracy.” 


In a number of cases, evidence which has 
been obtained illegally has been suppressed, 
with the result that successful prosecution 
was made impossible or, at least, was greatly 
jeopardized.* 

In addition, the consistent reaffirmation 
by the courts of the moral validity as well 
as the legal efficacy of the Fifth Amend- 
ment, in a wide variety of cases, has tended 
to curtail the cynicism and contempt with 
which most investigators view those who 
assert their Fifth Amendment rights. 


Another long-range development in tax 
fraud investigations which is worth noting 
is the gradual enlargement of the concept 
of what constitutes a tax fraud. We think 
of fraud in a general sense as a deliberate 
misrepresentation of a material fact for the 
purpose of obtaining an advantage. As used 
in various statutes, it often has different 
meanings, depending upon the purpose of. the 
statute and the remedies which it provides.’ 


In tax cases, the statute most commonly 
used describes fraud as a willful attempt in 
any manner to evade the assessment or pay- 
ment of a tax.” There must be a conceal- 
ment of a material fact relating either to 
the amount of tax liability which should be 
assessed or to the assets out of which the 
tax liability may be collected." This con- 
cealment must be a willful one made with 
the specific intent to evade. 


While this definition seems clear enough, 
it is often difficult to apply to specific fact 
situations. Intent is subjective and, there- 
fore, hard to measure or evaluate. It must 
usually be determined by reference to 
circumstantial evidence, and the pertinent cir- 
cumstances may support conflicting infer- 
ences, depending on how the various bits 
of evidence are related to each other and 


°U. 8. v. Lipshitz, 55-2 ustc J 9540, 18 F. R. D. 


102 (DC N. Y.). See, also, U. 8, v. Wolrich, 
55-1 ustc { 9237, 129 F. Supp. 528 (DC N. Y.), 
earlier opinion, 54-1 ustc { 9276, 119 F. Supp. 
538 (DC N. Y.); In re Liebster, 50-2 ustrc § 9357, 
91 F. Supp. 814 (DC Pa.); U. 8S. v. Guerrina, 
53-1 ustc { 9369, 112 F. Supp. 126 (DC Pa.), 
opinion modified, 55-1 usrc { 9143, 126 F. Supp. 
609. 
*In some situations, fraud is even presumed 
from the relationship, as when a fiduciary enters 
into a business transaction with his beneficiary. 
See, for example, California Civil Code, Sec. 
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the amount of emphasis which is given to 
each of them. Thus, jurors listening to the 
same evidence may reasonably disagree as 
to whether it calls for a conclusion that 
there was intent to evade tax; and different 
juries listening to substantially similar evi- 
dence in different cases may reach diametrically 
opposite conclusions. 


What, for example, of a taxpayer who 
knows that his records are inadequate and 
yet does nothing about it? At the end of 
the year, he prepares a tax return which he 
knows must be inaccurate, but which repre- 
sents the best that can be done under the 
circumstances. Even though the estimates 
and assumptions which his return reflects 
were made in good faith, is he guilty of 
fraud if it later develops that he materially 
understated his true tax liability? Or sup- 
pose that a taxpayer delivers a batch of 
miscellaneous records to an accountant and 
instructs him to prepare the best return 
that he can for a fee which will not exceed 
$100. If the accountant tells him that the 
preparation of an accurate return would 
involve a much greater fee and the tax- 
payer, nevertheless, holds to the limit of 
$100, is he guilty of fraud if it later develops 
that the return prepared in this manner 
was substantially inaccurate? 


A jury’s evaluation of the question of in- 
tent reflects in part the general public’s view 
of the obligations of an honest taxpayer. 
As the public becomes more conditioned to 
the necessity of adequate records for the 
correct determination of income, it will raise 
its standards as to what a taxpayer should 
do. Thus, while the taxpayer in the two 
examples mentioned above would undoubtedly 
be considered free of criminal intent at the 
present time, it is conceivable that in future 
years the deliberate failure to keep adequate 
records will be viewed as criminal tax- 
evasion conduct.” 


It is clear that those who administer the 
tax laws tend constantly to expand the 
boundaries of the type of conduct which is 
considered fraudulent. The common inquiry 
of special agents as to whether the taxpayer 


1% Sec. 7201, 1954 Code; Sec. 145(b), 1939 Code. 

In U. 8. v. Bardin, 55-1 ustc § 9488, 224 F. 
(2d) 255 (CA-7), the evasion consisted of the 
deliberate concealment of assets to prevent col- 
lection of an unpaid liability disclosed on the 
tax return. 

2 In Spies v. U. S8., 43-1 ustc { 9243, 317 U. S. 
492, the Court, in enumerating examples of af- 
firmative conduct constituting tax evasion, men- 
tioned the “handling of one’s affairs to avoid 
making the records usual in transactions of the 
kind.”’ 


TAXES —The Tax Magazine 





circumscribed the. amount of work which 
the accountant should -do indicates a trend 
in their thinking that the absence of ade- 
quate records may be an indication of a 
fraudulent mind. Adjustments which a few 
years ago were considered purely technical 
are now often made the fraud 
charges.” 


While the factual concept of tax fraud 
may be expanding, there is no indication 
that the courts are changing the legal defini- 
tion. One unsuccessful effort along this line 
has been the attempt to charge a taxpayer 
with constructive or imputed knowledge of 
things which he does not actually know. 
Prosecuting attorneys have frequently been 
able to persuade trial judges to include in 
their instructions a statement to the effect 
that “the presumption is that a person in- 
tends the natural consequences of his acts,” 
and that the defendant “must be held to 
know that which it is his duty to know.” 
Such instructions have been repudiated by 
at least three appellate courts,” and it is 
doubtful that they would be upheld in any 
circuit in a case in which intent or knowl- 
edge is a really critical issue. 


basis of 


Another attempted inroad into the doc- 
trine that tax evasion requires some deliberate 
act motivated by a specific desire to evade 
taxes has been in the area of jury instruc- 
tions which define willfvlness as including 
the doing of something “with a careless 
disregard for whether or not one had the 
right so to act.” Such an instruction, based 
on certain language in the Supreme Court’s 
opinion in the Murdock case,” was for many 
years a stock government instruction which 
the trial judges gave in practically every 
case. A careful reading of the Murdock opin- 
ion shows, however, that the Supreme Court 
did not mean that “careless disregard” con- 
stituted willfulness in a tax case, and the 
Ninth Circuit has held in two 
the giving of this instruction constituted 
reversible error, because it was not suffi- 
ciently offset by other instructions to make 


cases that 


it clear to the jury that the defendant could 
be convicted only if he had actual knowl- 
edge of the falsity of his return.” As a 


result of these decisions, this instruction is 
being given with less frequency and might 
well disappear from the trial manuals of 
prosecutors and judges. 


Even before the Supreme Court offered 
its first comprehensive discussion of the use 
of the net worth-expenditures method in 
the Holland case™ in 1954, the Internal Rev- 
enue Service was applying this method in 
the great majority of tax fraud investiga- 
tions. At the present time, its use is at 
least considered in virtually every fraud 
investigation involving substantial amounts 
of money. Stated in terms of a mathematical 
equation, the net worth formula is as fol- 
lows: Increase in net worth, plus nonde- 
ductible disbursements, minus nontaxable 
receipts, equals taxable net income. The 
most. common difficulty is experienced in 
establishing the net worth with substantial 
accuracy at the starting point of the in- 
vestigation period. Since the burden of 
proof on this issue is on the government, 
it is obvious that the assistance which the 
agents obtain from the taxpayer sometimes 
provides them with the essential proof which 
they might not otherwise be able to develop. 
They might, for example, obtain the tax- 
payer’s agreement to a starting net worth. 
Or they might get from him a statement 
regarding his starting-point cash, either to 
the effect that he had none or that it was 
in an amount too small to account for the 
subsequent increase in his visible assets.” 
Sometimes the necessary negative evidence 
is derived by implication from what the 
taxpayer has said. For example, if he is 
asked where he obtained the money to make 
his subsequent investments and he answers 
that this money came in the form of gifts 
from his presently deceased parents, the 
government will develop from this a two- 
barreled argument, as follows: 

(1) This “explanation” implies that the 
increase in his visible assets did not come 
such as a cash 
starting point, 
therefore, the government has overcome any 


other 
accumulation at the 


from any source, 


and, 


reasonable possibility that he did possess 
cash at the starting point; and 





13 Such adjustments include questions relating 
to depreciation, amortization, capitalization of 
items deducted as current expense, recognition 
of partnerships, cash versus accrual accounting 
and valuation of notes. 

4% Wardlaw v. U. 8., 53-1 ustc § 9335, 203 F. 
(2d) 884 (CA-5); Berkovitz v. U. 8., 54-1 uste 
§ 9425, 213 F. (2d) 468 (CA-5); Lurding v. U. S8., 
50-1 ustc 9159, 179 F. (2d) 419 (CA-6); Bloch v. 
U. 8., 55-1 ustc § 9364, 221 F. (2d) 786 (CA-9), 
reh’g den., 55-2 ustc { 9641, 223 F. (2d) 297; see 
also Morissette v. U. S8., 342 U. S. 246 (1953). 
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%*U, S. v. Murdock, 3 ustc {§ 1194, 290 U. S. 
389 (1933). 

1% Bloch v. U. 8., cited at footnote 14; Forster 
v. U. 8., 56-2 uste J 9975, 237 F. (2d) 617 (CA-9). 
But see Herzog v. U. S8., 55-2 ustc {§ 9694, 226 
F. (2d) 561 (CA-9), reh’g den., 235 F. (2d) 664 
(CA-9, 1956), cert. den., 352 U. S. 844. 

% Cited at footnote 1. 

1% Taxpayers have been known to deny the 
existence of a starting-point cash hoard which 
they actually had, in the mistaken belief that 
the disclosure of such cash would be harmful. 
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(2) From evidence indicating the financial 
inability of the taxpayer’s parents to have 
given him the money in question, the gov- 
ernment argues that the explanation is false 
and that, therefore, unreported income was 
the source of the additional assets. 


As the courts themselves have indicated,” 
statements harmful to thé taxpayer will be 
used against him, and those which support 
him will be dismissed as self-serving. 


Interestingly enough, the taxpayer seems 
to fare better on this question of starting- 
point cash in civil fraud cases in the Tax 
Court than in criminal cases in the federal 
district courts. A recent Tax Court deci- 
sion, Charles A. Polizzi™® is but one of many 
illustrating the willingness of the Tax Court 
to make a realistic appraisal of the issue 
unprejudiced by the thought that the start- 
ing-point cash accumulation probably repre- 
sents unreported income from prior years. 
In that case, the government supported its 
contention that the taxpayer had no start- 
ing-point cash with evidence showing that 
the income previously reported by him was 
$53,000 short of allowing for the visible net 
worth for which it gave him credit at the 
starting point. Nevertheless, because of many 
indications that a substantial amount of cash 
did exist at the starting point, the Tax 
Court, applying the principle of the Cohan 
case,” determined that he had $60,000 in 
cash at the starting point and $15,000 at the 
end of the period involved, with the result 
that $45,000 of the increase in visible assets 
during the period involved in the case was 
attributed to previously accumulated cash 
and was eliminated from the determination 
of income. 


Another obligation in the government's 
burden of proof in net worth cases is to 
show a likely source of income from which 
the alleged increase in net worth could have 
come. This is not often a troublesome prob- 
lem, because most taxpayers are engaged in 


business activities which could have pro- 
duced an indefinite amount of income; but 
where the problem does exist, it is a difficult 
one to prove. In the Holland case, the 
Supreme Court said that increases in net 
worth standing alone do not prove taxable 
income, but that proof of a likely source of 
income would be sufficient to permit the 


jury to conclude, if it wished, that the in- 


crease in net worth represented taxable 
income. 


An elaboration of what this means is 
forthcoming in the pending Ford and Masset 
cases.“ These involve police officers who 
correctly reported their only known source 
of income, their salaries. In each case, the 
government’s theory was that the policeman- 
taxpayer was receiving bribes, and in each 
case there was an increase in visible net 
worth during the investigation period in 
excess of what would have been possible on 
the salary income alone. In the Ford case, 
the evidence relating to the issue of graft 
was in terms of opportunity and consisted 
principally of the fact that the taxpayer was 
known to be friendly with a gambler, that 
he failed to take action on certain tips that 
gambling was being carried on, and that the 
number of arrests increased after other offi- 
cers were assigned to the vice squad of which 
he was a’ member. There was no direct 
evidence of any graft payments. 


In Massei, the government relied on state- 
ments by his attorney to the agents during 
the investigation that Massei had received 
graft money in earlier years (specifically 
during the prohibition period), and that 
the investment of this money during the 
investigation period was responsible for the 
increase in his visible assets. 


The Ford conviction was sustained by the 
Court of Appeals for the Second Circuit by 
a two-to-one vote on the ground that evi- 
dence of the opportunity for graft, coupled 
with the negation of Ford’s explanations 
that he had accumulated a starting-point 
cash fund out of prior gifts and inheritances, 
was sufficient proof that his indictment- 
period investments came from current tax- 
able income. 


In the Massei case, the conviction was 
reversed by the First Circuit in a two-to-one 
decision on the ground that the attorney’s 
admissions of prior graft (even if he had been 
authorized by the taxpayer to make them) 
should not have been admitted in evidence 
and that in any event they were not suffi- 
cient (because not corroborated) to show 
a likely source of income.” 


The Supreme Court’s disposition of these 
two cases during the current term should 
throw considerable light on the meaning of 





” Holland v. U. 8., cited at footnote 1, at pp. 
128-129; U. 8. v. Clark, 123 F. Supp. 608, 616 
(DC Calif., 1954). 

* CCH Dec. 22,529(M), 16 TCM 668. 

21 Cohan v. Commissioner, 2 ustc { 489, 39 F. 
(2d) 540 (CCA-2, 1930). 

= Cited at footnote 1. 
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*% Cited at footnote 2. 

*% A conviction based only on an uncorrobo- 
rated confession cannot be sustained. War- 
szower v. U. 8., 312 U. S. 342 (1941). See Smith 
v, U. 8. and U. 8. v, Calderon, both cited at 
footnote 1. 
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the “likely source of income” requirement 
set out in the Holland opinion. 


One further development warrants special 
mention, and that is the effect on tax cases 
of the recent Supreme Court holding in the 
Jencks case™ to the effect that the defense 
must be given access to pretrial statements 
of government witnesses once they testify 
at the trial. This applies not only to state- 
ments signed by the witnesses, but also to 
the notes made by agents setting forth the 
verbal statements made to them by the 
witnesses. 

Contrary to a great deal of misinforma- 
tion which was spread throughout the pub- 
lic prints, the Jencks decision did not mean 
that the defense could go on an unlimited 
fishing expedition through the government 
files. It represents a logical extension of a 
traditional rule of evidence which has some- 
times been ignored by trial courts on the 
plea of prosecutors that production of the 
statements might disclose information which 
the government deemed confidential. To 
avoid any unnecessary disclosure of imma- 
terial facts which might be harmful to the 
country, Congress has modified ™ the Jencks 
rule by requiring that the judge must first 
look at the statements or notes and elimi- 
nate any material which does not relate to 
the subject matter of the witnesses’ testimony. 

The Jencks doctrine may have several 
important uses in tax cases. One is that it 
may permit the exposure of witnesses who 
are informers and have sought an informer’s 
reward. The jury may consider the testi- 
mony of a witness in a different light if 
it knows that he is motivated by the hope 


of personal financial reward. Prior incon- 
sistent statements by the government wit- 
nesses may be shown if access is had to 
their pretrial statements to the agents. Such 
discrepancies are likely to occur in any tes- 
timony which relates to events which are 
several years old. The value of showing 
them lies not only in the impeachment of 
the witness, but also in the fact that it may 
take the sting out of similar discrepancies 
(made in equal good faith) in the defend- 
ant’s testimony. 

It may also be possible to obtain an ex- 
amination of the reports submitted by agents 
who testify, at least to the extent that the 
reports contain factual material relating to 
matters covered in their testimony. 

At this point, it is uncertain whether the 
Jencks case applies to testimony given by 
the witness before the grand jury. The 
Federal Rules of Criminal Procedure au- 
thorize the court to disclose grand jury 
testimony “in connection with a judicial 
proceeding,” ™ but the various courts of 
appeals have not been in agreement as to 
whether the defendant is entitled to exami- 
nation of the grand jury testimony of a 
witness who has taken the stand at the 
trial.* The rationale of the Jencks decision 
would call for the production of grand jury 
testimony. Since the purpose of making the 
pretrial statements available is to place all 
material evidence before the jury so as to 
assist it in its search for the truth, there 
would appear to be no good reason for 
treating grand jury testimony differently 
from other pretrial statements.” 


[The End] 


CONGRESSIONAL BUDGET PROCESSES 


Roswell Magill, president of Tax 
Foundation, Inc., has for years cham- 
pioned the reform of federal budgeting 


procedures. In a statement prepared 
for the Subcommittee on Fiscal Policy 
of the Joint Economic Committee of 
Congress, he urged that Congress 
take action soon to gain annual con- 
trol over expenditures. In discussing 
limitations of the present appropria- 
tions process, the former Under Sec- 
retary of the Treasury indicated some 





% Jencks v. U. S., 353 U. S. 657, 77 S. Ct. 1007 
(1957). 

7°18 USCA Sec. 3500, added by Pub. L. 85-269, 
71 Stat. 595. 

7 Rule 6(e), 
cedure. 

**Compare U. 8. v. 
(CCA-2, 1946), 
footnote 16. 


Federal Rules of Criminal Pro- 


Alper, 156 F. (2d) 222 
with Herzog v. U. 8., cited at 


Federal Tax Conference 


of the deficiencies that need to be 
corrected, such as the piecemeal char- 


acter of Congressional action. 


Although he offered no panacea, he 
suggested that Congress choose one 
of several important and thoughtful 
proposals for expenditure control now 
under consideration and give it a fair 
trial. It should continue to cut appro- 
priations and it should initiate a major 
study of the control problem. 





2 However, the senate report on the bill to 
add Sec. 3500 to Tit. 18 specifically rejects any 
interpretation of the Jencks case which would 
provide for the production of grand jury testi- 
mony. (S. Rept. 981, 1957 U. 8S. Code Congres- 
sional and Administrative News, pp. 3215, 3216. 
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Every month this department lists meetings of interest to tax men and reports on 


studies, speeches and other activities in the tax field. 
Reporting on Form 1040 of reimbursed expenses by an employee 


City sales tax records. . 
servicemen . 


in this issue: 
. New York 


Featured 


. Question of what constitutes lobbying . . . Tax tips for 
. . Criticism of the present “foreign tax credit system’ by Paul D. 


Seghers, of New York . . . Estate taxation of annuities under retirement plans. 


Meetings of Tax Men 


University of Oklahoma.—A Taxation and 
Estate Planning Institute will be conducted 
by the Continuing Legal Education Com- 
mittee representing the Oklahoma Bar As- 
sociation and University of Oklahoma College 
of Law on December 4. The institute will 
be held at the Biltmore Hotel in Oklahoma 
City. There will be no charge for the meeting. 

West Virginia Tax Institute.—The annual 
meeting of the West Virginia Tax Institute 
will be held December 5, 6 and 7 at the 
Daniel Boone Hotel in Charleston, West 
Virginia. The institute will concentrate on 
the practical aspects of tax practice and the 
problems met by the ordinary practitioner. 


American University —A three-day tax 
institute will be held on December 16, 17 
and 18 at the Shoreham Hotel, Washington, 
D. C. Further information may be obtained 
from Hugh C. Bickford, Director, Ameri- 
can University Tax Institute, 917 Fifteenth 
Street, N. W., Washington, D. C. 

Federal Tax Institute of New England.— 
A forum on proposed legislation and cur- 
rent developments in federal taxes will be 
presented by the Federal Tax Institute of 
New England on December 7 at John Han- 
cock Hall, Boston. The registration fee is 
$10 and should be sent to the institute at 
Room 723, 6 Beacon Street, Boston. 


New Jersey Association of Public Ac- 
countants.—The Eighth Annual Conference 
on Federal Taxation will be held at the 
Princeton Inn, Princeton, New Jersey, on 
December 7. The cost of reservation is $13 
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and should be forwarded to Mr. Allyn R. 
Bell, Executive Director, 1516 Atlantic Ave- 
nue, Atlantic City, New Jersey. 

Montana State University—The Fifth 
Annual Tax School will be held December 
5, 6 and 7 at Montana State University, 
Missoula. Attention will be concentrated on 
pension and profit-sharing plans and estate 
planning. 

The registration fee is $20, which will 
include three lunches, and _ registrations 
should be sent to Homer E. Anderson, 1957 
Tax School, Montana State University, 
Missoula, Montana. 


Michigan Association of Certified Public 
Accountants.—The Tenth Annual Federal 
Tax Lectures will be presented at the Rack- 
ham Educational Memorial Main Auditorium 
in Detroit on December 6. The meeting is 
sponsored by the association in cooperation 
with the University of Michigan. Its theme: 
problems of closely held corporations. The 
enroliment fee of $6 includes luncheon and 
should be mailed to the association at 2019 
Dime Building, Detroit 26, Michigan. 


Little Change on Big Form 


Suddenly a number of taxpayers have be- 
come aware that something has been added 
to this year’s model of the old 1040. It’s 
the line 6(a). This line calls for the report- 
ing of reimbursed expenses by an employee. 
It’s true that the line on the form is new, 
but the need for reporting such information 
is not new. Before this line was added, the 
taxpayer was required to report this infor- 
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mation separately. Evidently this is some- 
thing that thousands of taxpayers had not 
been doing. 


The addition of line 6(a) does not mean 
that there has been any modification of the 
policy which the Service has followed for 
several years with regard to the substantia- 
tion of expenses claimed as a deduction. 
No more detailed records will be required 
for 1957 than have been needed in the past. 
In fact, the instructions on expense accounts 
for 1957 are identical with those issued in 
1954, 1955 and 1956. 

In the examination of individual tax re- 
turns for 1957, the Service will concentrate 
on major abuses in the expense account area 
and no requirement of unreasonably detailed 
records is intended. Instructions to revenue 
agents which have been outstanding since 
1954 will remain in effect in 1957, and these 
instructions make it clear that expense ac- 
counts itemized “to the last penny” as re- 
ported in some accounts are not in fact 
required. For example, a paragraph of an 
internal revenue ruling (54-195) still in 
effect states as follows: 

“Close approximations of items not fully 
supported by documentary proof can very 
frequently be reached by reconstruction 
through resort to reliable secondary sources 
of information and collateral evidence. For 
example, in connection with a claimed item 
of traveling expense, it might be possible for 
a taxpayer to satisfy the examiner that he 
was in a travel status a certain number of 
days out of each month or year but im- 
possible for him to establish the details of 
all his various items of travel expense by 
documentary proof. In such a case rail 
fares or plane fares can be ascertained with 
exactness and automobile approxi- 
mated on the basis of mileage covered. A 
reasonable approximation of meals and lodging 
might be based upon receipted hotel bills 
or by applying a daily rate (determined 
upon the basis of actual costs prevailing in 
the particular community for comparable 
accommodations) to the provable days of 
travel. Items such as tips, taxi fares, and 
the like can be based upon a reasonable 
approximation.” 


costs 


The new return forms, as usual, will be 
distributed to taxpayers during the latter 
part of December. 


New York City Sales Tax Records 


New York City requires its taxpayers to 
keep complete records on all their taxable 


transactions. Most taxpayers are unaware, 


Tax-Wise 


however, that there are reductions and ben- 
efits available to them, and, as a result, find 
themselves paying more tax than they have to. 

Sidney B. Palley and Frederick J. Mc- 
Carthy, two New York CPA’s, examine the 
ways in which keeping good records can 
be a valuable moneysaver in “Minimizing 
New York City Taxes Through Proper 
Record Keeping.” Their discussion ap- 
peared in the October, 1957 issue of The 
New York Certified Public Accountant. 

The New York City sales tax regulations 
require that every vendor and purchaser 
subject to tax keep the following records: 

(1) Receipts from sales, services and pur- 
chases, and taxes payable thereon. 
sale or 
thereon 


of each amount of 
the taxes payable 


(2) Records 
purchase and 
if any. 

(3) Copies of every sale and purchase 
invoice or other evidence of such sale and 
purchase. 

(4) Records of receipts not subject to tax 

(5) Substantiation of sales for resale by 
resale certificate obtained from purchasers. 

(6) Substantiation of sales delivered to 
persons outside New York City by parcel 
post receipts, freight receipts or other evi- 
dence. 

(7) Substantiation of sales to exempt or- 
ganizations by obtaining copies of letters 
of exemption issued to such organization by 
the comptroller. 

(8) Records as to other sales or services 
claimed to be nontaxable. 

(9) Copies of sales invoices or register 
tapes, or customers’ copies of purchase or- 
ders, and other evidence of purchase and 
sale as well as the books in which they are 
recorded. 

(10) When vendor installment 
plan and files returns on installment basis, 


' 
sells on 


his records with respect to every sale must 
show: 
(a) Sales price of property which 


tax is computed. 


upon 


(b) Amount of tax due. 


(c) Total amount of every installment to 
be paid, indicating amount of tax included 
therein. 

(d) Due date of every installment. 

(11) If vendor prepared work papers in 
connection with the preparation and filing 
of return, such papers shall be retained. 

(12) Evidence of payment of tax to treas- 
urer, as canceled check or receipted return, 
must be preserved. 
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What Is Lobbying? 


A court fight is anticipated over the ques- 
tion of whether certain advertising by electric, 
oil and gas companies is in fact “lobbying” 
and, therefore, not deductible as a business 
expense. The problem arose when the Natural 
Gas & Oil Association spent over $1 million 
to promote the natural gas bill passed by 
Congress but vetoed by President Ejisen- 
hower. The association’s president has de- 
clared that the advertising costs of promoting 
the bill are deductible as business expenses. 
A large oil corporation has deducted as an 
advertising expense a large sum of money 
which it contributed to an “education” cam- 
paign on behalf of the bill. Also involved is 
the advertising engaged in by electric power 
companies which cited the advantages given 
public power over the private power com- 
panies. 

Regulations 118 for the 1939 Internal 
Revenue Code state that “sums of money 
expended for lobbying purposes, the pro- 
motion or defeat of legislation includ- 
ing advertising other than trade advertising 
are not deductible from gross income.” 
Thus, if the above advertising constitutes 
“lobbying,” the costs are not deductible. 

The Internal Revenue Service has made 
an investigation into the use of advertise- 
ments by oil and gas companies during the 
fight on the natural gas bill and has re- 
portedly determined that they were engaged 
in “lobbying.” Consequently, IRS regional 
commissioners are said to have been alerted 
to review these costs on an individual com- 
pany basis and to disallow such expenditures 
where there is evidence of “lobbying.” 

The precise question involved is what con- 
stitutes “lobbying.” If the IRS takes the 
stand that the above advertisements are 
“lobbying,” a court fight will undoubtedly 
ensue. The companies, of course, will seek 
a court interpretation of “lobbying” which 
will not encompass the above advertising. 


Tax Tips for Servicemen 


Many men in the armed forces of the 
United States believe that because they are 
not living as civilians, they do not have to 
pay any state or local taxes. Unfortunately, 
this is not the case. Here are a few seldom- 
discussed facts on the problem of taxation 
of servicemen in three instances: income 
tax, personal property tax and fees for au- 
tomobile licenses. 

First of all, the soldier or sailor is always 
liable for taxes according to the laws of 
his state of permanent residence. This is the 
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state which he considers his actual home— 
in which he was born, in which his father 
lives permanently, in which he files his fed- 
eral tax return or owns a home. 


The exception to paying income taxes to 
one’s temporary-residence state is where a 
military man earns, within that state, money 
that is not government pay. Then he is 
liable for state income tax on the amount he 
has earned. 


Some states (Connecticut, Florida, Illinois, 
Maine, Michigan, Nebraska, Nevada, New 
Jersey, Ohio, Pennsylvania, Rhode Island, 
South Dakota, Texas, Washington, West 
Virginia and Wyoming) have no personal 
income taxes. Others make special consid- 
erations for the man in the service, such as 
total or partial exemption on his military 
pay. Still others, such as Louisiana, make 
no exemption. Therefore, the wise thing for 
the serviceman to do is to be fully aware 
of the tax laws of his particular state. 


This is true in regard to the other two 
types of taxes considered here—the personal 
property tax and the automobile license fee. 
As a general rule, however, personal prop- 
erty is taxable only in the state in which it 
is physically located. Hence the soldier’s 
permanent residence will probably not tax 
him, and federal law protects the service- 
man from being taxed in the state in which 
he is stationed for military duty. 


It is not a good policy for the serviceman 
to go “car-license shopping.” Although 
there is great variety in registration and 
license fees among the states, it is far better 
for him to obtain his licenses within his 
permanent-residence state, even though the 
initial cost may be higher. Then, according 
to federal law he cannot be licensed again 
in any other state. However, if he licenses 
his car in a state other than his permanent 
residence, any state in which he is stationed 
can rightly demand that he purchase that 
state’s plates. Obviously, this can become 
quite expensive and, eventually, surpass the 
amount he “saved” when he chose the less 
expensive licensing. 


There is another reason for licensing in 
one’s permanent-residence state. Many lo- 
calities require a registration sticker for 
their areas, and if a serviceman is licensed 
in a state other than his permanent residence, 
he may be charged the fee for such local 
registration. If he has his permanent residence 
licenses, however, he will be given a sticker 
either without charge or with a small cost 
for administrative handling. It is always to 
his protection to obtain “home” licensing. 
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Good rules for men in service to follow 
are the following: (1) Always establish 
your permanent residence by filing federal 
returns, absentee voting or the like, in that 
state and (2) know the tax laws of your 
state. This way you can obtain full pro- 
tection and benefits. 


Income Taxes and Foreign Trade 


Exporters of American products are di- 
rectly affected by United States tariffs and 
income taxes, Paul D. Seghers stressed in 
an address at the annual meeting of the 
Federal Bar Association. 


Mr. Seghers, a New York attorney, con- 
demned the present “foreign tax credit” sys- 
tem adopted by Congress, saying: 


“When this system works as intended, 
the total income tax burden of the United 
States taxpayer earning such income is equal 
to the tax computed at the effective United 
States tax rate or at the foreign income tax 
rate, whichever tax is the greater. This en- 
courages foreign governments to increase 
their tax rates so as to equal, approximately, 
the United States tax rate, leaving little or 
nothing for the United States Treasury.” 


Mr. Seghers questioned the policy of the 
United States with respect to the expansion 
of American trade and industry in other 
lands. 


“According to repeated messages of Pres- 
ident Eisenhower to the Congress,” he said, 
“it is our policy to encourage such expan- 
sion by all means, including United States 
tax incentives. There was an attempt, which 
failed, to implement this intention by means 
of certain complicated 
were eliminated from the 
1954 as finally enacted.” 


which 
Act of 


provisions 
Revenue 


An encouraging step toward the resolu- 
tion of this problem is the 
Article 15 in the new 
treaty with Pakistan. 


provision of 
United States tax 


“This provision embodies what is now 
called the ‘tax sparing’ principle, whereby, 
if the foreign government grants partial or 
complete exemption from taxes on the in- 
come of a newly established enterprise, in 
order to encourage such development, the 
United States will allow the same amount 
of foreign tax credit as if there had been no 
such exemption.” 


Mr. Seghers went on to say that the 
clause was significant because similar pro- 
visions are believed planned for future tax 
treaties with Brazil, Cuba, Peru and other 
countries in Latin America. 


Tax-Wise 


“Our income taxes often determine whether 
a United States enterprise can compete in 
such foreign markets on an equal footing 
with producers and exporters of other 
countries.” 


Mr. Seghers called the clause in the 
Pakistan treaty “a logical and effective step” 
towards the benefits of American investment, 
capital and knowledge in foreign lands. He 
concluded by saying: “If Congress ap- 
proves this and other treaty provisions for 
the encouragement of foreign trade and in- 
dustry, it will be to the great advantage of 
the entire United States and result in little 
actual tax revenue to the United 
States Treasury.” 


loss of 


Estate Taxation of Annuities 
Under Retirement Plans 

It is sometimes difficult for a 
other beneficiary to 
decedent’s 


wife or 
understand why the 
estate should be taxed merely 
the decedent had been covered by 
a retirement plan where he worked. A simple 
explanation is not always forthcoming for 
the estate taxation of annuities under retire- 
ment plans has been, and still is to some 
extent, a complicated subject. 


because 


Retirement and pension plans are com- 
mon in this modern 
live in. In regard to insured pension plans, 
one out of every five is of the group deferred 
annuity type 


economic world we 


These plans alone provided 
$1,095 million annual income at retirement 
and covered almost 2.5 million 
the end of 1956 


persons at 


It is hoped that the following brief dis- 
cussion will facilitate an understanding of 
estate taxation in this field. 

The federal estate tax is 
decedent’s gross estate 


levied upon a 
certain deduc- 
In general, the term 
refers to all property of the 
decedent, whether real or personal, tangible 
or intangible, the beneficial ownership of 
which was in the decedent at the time of his 
death. It does not refer to real property 
located outside the United States. 


less 
tions and exemptions. 
“gross estate” 


Prior to the 1954 Code, the value at the 
decedent’s death of an annuity purchased by 
him was includable in his gross estate. 
However, it was not clear whether an an- 
nuity purchased by the decedent’s employer, 
or an annuity to which both the decedent 
and the employer made contributions, could 
be included in the decedent’s gross estate. 

Section 811(c) of the 1939 Code declared 
that-the value of a decedent’s gross estate 
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shall include the value of all property of 
which he has at any time made a transfer 
intended to take effect in possession or en- 
joyment at or after his death. This pre- 
sented the troublesome problem of what 
constitutes a transfer within the meaning of 
this section. Under Section 2039 of the 
1954 Code the question of whether a trans- 
fer occurred is no longer material. How- 
ever, there have been some recent cases 
decided under the 1939 Code (in situations 
where the 1954 Code does not apply), and 
there undoubtedly will be more in the future. 


In general, under the 1939 Code the cases 
have held that the decedent’s right to trans- 
fer the property is not sufficient to have the 
property included in his gross estate for tax 
purposes. The property had to actually be 
transferred or some positive act taken to 
transfer it. 


The foliowing three cases represent typical 
holdings under the 1939 Code: 


(1) In Libbey v. U. S., 57-1 ustc J 11,661 
(DC Calif.), the employer had purchased an 
annuity for the decedent employee. The 
court held that the decedent’s failure to 
exercise an option to convert a ten-year 
annuity providing survivorship benefits for 
his designated beneficiary to an annuity for 
his life only did not have the effect of a 
transfer. Thus, the value of the annuity at 
the time of the decedent’s death was not 
includable in his gross estate. 


(2) In Adeline S. Davis, CCH Dec. 22,041, 
27 TC No. 41 (1956), the decedent upon 
retirement was qualified to receive an annuity 
under a group annuity contract purchased 
by his employer. Under the contract an em- 
ployee could elect to receive a reduced 
annuity which following his death would 
be paid to his wife for life. The decedent 
made this election. The court held that the 
decedent had effected a transfer within the 
meaning of Section 811(c). The value of his 
wife’s rights as a joint annuitant was in- 
cludable in the decedent’s gross estate since 
the decedent at the time of his death had 
the right, with the insurance company’s con- 
sent, to revoke the election or to change the 
joint annuitant. 


(3) In Molter v. U. S., 57-1 uste J 11,656 
(DC N. Y.), the court held that at the time 
of the decedent’s death he possessed no 
property interest in the employer’s “Survi- 
vorship Benefit Plan” which he could have 
transferred to the survivor beneficiary (plain- 
tiff). Thus, the amount credited to the ben- 
eficiary by the employer was not includable 
in the decedent’s gross estate. 
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As indicated above, the 1954 Code sim- 
plified the problem (as to both qualified and 
nonqualified retirement plans) by expressly 
requiring the inclusion of an annuity or 
other payment in the gross estate to the 
extent that the decedent contributed to the cost. 


In respect to qualified retirement plans, 
Section 2039(c) provides that in determin- 
ing the amount of the decedent’s contribu- 
tion to the cost of the annuity or other 
payment, a contribution made by his em- 
ployer under such a plan is not considered 
as a contribution made by the decedent and 
should not be taken into account as such. 
Therefore, if an employee does not contrib- 
ute to the cost of an annuity that is pur- 
chased by an exempt employees’ trust or 
by his employer pursuant to a qualified plan, 
the entire benefits are excludible from his 
gross estate. 


This section applies to the estates of all 
decedents dying after December 31, 1953. 


{n regard to nonqualified retirement plans, 
Section 2039(a) and (b) declares that the 
decedent’s contribution includes any pay- 
ments toward the purchase price made by 
his employer under the nonqualified plan. 
This law applies to contracts or agreements 
entered into after March 3, 1931. 


Under life insurance plans, the life insur- 
ance may be made payable either to the 
insured’s estate representative or to named 
beneficiaries who are to receive the proceeds 
upon the insured’s death. Where the poli- 
cies are made payable to the estate repre- 
sentative, the proceeds are always includable 
in the insured’s gross estate (Section 2042(1) 
of the 1954 Code). Where the policies are 
made payable to named beneficiaries, the 
proceeds are includable in the decedent’s 
estate if the decedent at his death possessed 
any of the incidents of ownership of the 
policies. Examples of incidents of owner- 
ship are the right of the insured or his 
estate to the economic benefits of the insur- 
ance; the power to change the beneficiary; 
the power to surrender, cancel or assign the 
policy, etc. 


It is important to determine whether Sec- 
tion 2039(a) and (b) of the 1954 Code 
(dealing with the inclusion of annuities and 
other payments in the gross estate)-or Sec- 
tion 2042 (dealing with the proceeds of life 
insurance) is applicable to a factual situ- 
ation. If an annuity or other payment receiv- 
able by a beneficiary under a contract or 
agreement is in substance the proceeds of 
insurance under a policy on the decedent’s 
life, Section 2042 is applicable. 
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shall include the value of all property of 
which he has at any time made a transfer 
intended to take effect in possession or en- 
joyment at or after his death. This pre- 
sented the troublesome problem of what 
constitutes a transfer within the meaning of 
this section. Under Section 2039 of the 
1954 Code the question of whether a trans- 
fer occurred is no longer material. How- 
ever, there have been some recent cases 
decided under the 1939 Code (in situations 
where the 1954 Code does not apply), and 
there undoubtedly will be more in the future. 


In general, under the 1939 Code the cases 
have held that the decedent’s right to trans- 
fer the property is not sufficient to have the 
property included in his gross estate for tax 
purposes. The property had to actually be 
transferred or some positive act taken to 
transfer it. 

The foliowing three cases represent typical 
holdings under the 1939 Code: 


(1) In Libbey v. U. S., 57-1 ustc J 11,661 
(DC Calif.), the employer had purchased an 
annuity for the decedent employee. The 
court held that the decedent’s failure to 
exercise an option to convert a ten-year 
annuity providing survivorship benefits for 
his designated beneficiary to an annuity for 
his life only did not have the effect of a 
transfer. Thus, the value of the annuity at 
the time of the decedent’s death was not 
includable in his gross estate. 


(2) In Adeline S. Davis, CCH Dec. 22,041, 
27 TC —, No. 41 (1956), the decedent upon 
retirement was qualified to receive an annuity 
under a group annuity contract purchased 
by his employer. Under the contract an em- 
ployee could elect to receive a reduced 
annuity which following his death would 
be paid to his wife for life. The decedent 
made this election. The court held that the 
decedent had effected a transfer within the 
meaning of Section 811(c). The value of his 
wife’s rights as a joint annuitant was in- 
cludable in the decedent’s gross estate since 
the decedent at the time of his death had 
the right, with the insurance company’s con- 
sent, to revoke the election or to change the 
joint annuitant. 


(3) In Molter v. U. S., 57-1 uste J 11,656 
(DC N., Y.), the court held that at the time 
of the decedent’s death he possessed no 
property interest in the employer’s “Survi- 
vorship Benefit Plan” which he could have 
transferred to the survivor beneficiary (plain- 
tiff). Thus, the amount credited to the ben- 
eficiary by the employer was not includable 
in the decedent’s gross estate. . 
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As indicated above, the 1954 Code sim- 
plified the problem (as to both qualified and 
nonqualified retirement plans) by expressly 
requiring the inclusion of an annuity or 
other payment in the gross estate to the 
extent that the decedent contributed to the cost. 


In respect to qualified retirement plans, 
Section 2039(c) provides that in determin- 
ing the amount of the decedent’s contribu- 
tion to-the cost of the annuity or other 
payment, a contribution made by his em- 
ployer under such a plan is not considered 
as a contribution made by the decedent and 
should not be taken into account as such. 
Therefore, if an employee does not contrib- 
ute to the cost of an annuity that is pur- 
chased by an exempt employees’ trust or 
by his employer pursuant to a qualified plan, 
the entire benefits are excludible from his 
gross estate. 


This section applies to the estates of all 
decedents dying after December 31, 1953. 


In regard to nonqualified retirement plans, 
Section 2039(a) and (b) declares that the 
decedent’s contribution includes any pay- 
ments toward the purchase price made by 
his employer under the nonqualified plan. 
This law applies to contracts or agreements 
entered into after March 3, 1931. 


Under life insurance plans, the life insur- 
ance may be made payable either to the 
insured’s estate representative or to named 
beneficiaries who are to receive the proceeds 
upon the insured’s death. Where the poli- 
cies are made payable to the estate repre- 
sentative, the proceeds are always includable 
in the insured’s gross estate (Section 2042(1) 
of the 1954 Code). Where the policies are 
made payable to named beneficiaries, the 
proceeds are includable in the decedent’s 
estate if the decedent at his death possessed 
any of the incidents of ownership of the 
policies. Examples of incidents of owner- 
ship are the right of the insured or his 
estate to the economic benefits of the insur- 
ance; the power to change the beneficiary; 
the power to surrender, cancel or assign the 
policy, etc. 


It is important to determine whether Sec- 
tion 2039(a) and (b) of the 1954 Code 
(dealing with the inclusion of annuities and 
other payments in the gross estate) or Sec- 
tion 2042 (dealing with the proceeds of life 
insurance) is applicable to a factual situ- 
ation. If an annuity or other payment receiv- 
able by a beneficiary under a contract or 
agreement is in substance the proceeds of 
insurance under a policy on the decedent’s 
life, Section 2042 is applicable. 
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FEDERAL TAX CALENDAR 


holders and of officers and directors of 
foreign personal holding companies due 
for December. Form 957. 


January 15—— oil by pipeline; telephone, telegraph, 
Due date of final payment of 1957 calen- radio and cable messages and services; 
dar-year estimated tax by individuals transportation of persons; admissions, . 
(other than farmers) who have pre- dues and initiation fees; gasoline, lubri- = 
viously made declarations and who do cating oils and matches; sales by —- = 
not wish to file a final return by Janu- facturers, including sales of pistols and Mt ° 
ary 31, 1958. Due date of declaration revolvers; processing of certain oils; Z (@) 
and full payment of estimated tax for sales by the retailer; manufacture of y o 
calendar year 1957 by farmers who are sugar; transportation of property; and Z ui O 
not filing final returns by February 17, diesel fuel. _ However, Hf, and only IT, €7 > U) 
1958 (February 15 is a Saturday). (Code the return is accompanied by deposi- e me / <q q 
Section 6073.) tary receipts . a ig oe Q ° -. Z Zz OU 
: F Receipt for Federal Excise Taxes), 4 
Due date, by general extension, of returns : iE ar ia Ma i goes @:| ao Z Oo = 
; af len gamcap Prene A ot? showing timely deposits, in full pay- na 62 I 
for the fiscal year ended July 31, 1957, aut oh fei tae aie <x flo Z o 
P e e ° ~ . e c e axes ¢ e ¢ le entire 
in the case of (1) foreign partnerships, ain as vin eins. Wn’ kel : Uz = ey J a UO 
° ‘ . ° . < 2 2 = ay 4 11e¢ Oo! = 
(2) foreign corporations which main- 1 7 ie BY lara ame A + a ia ae = 
aid ae - ¢ 2 a or before the tenth day of February. “! a % - 
tain offices or place of business in the Form 720. (Reeulations Sections 4772 >= 0 5 W 
~— ° ° 4 ZU. PO < ons se ons okey 
United States, (3) domestic corporations 477, . : 1477 4) , sthenst ? eo [| fat ao 
° ‘ ° 4/0 and 4//.4. 4 
which transact their business and keep ; ou $; a Z A 7 
- - ; rarc’ - neler _ e « = _ 
their records and books of accounts Employers quarterly returns and pay W im “7 = 
abroad, (4) domestic corporations whose ment (by depositary receipts or cash) on mo? C) 
principal income is from sources within of the oe | taxes for the fourth m~ * > iY > Ps 
the possessions of the United States patra of 1957: ia employees —— W 3 Z0 re) 
and (5) American citizens residing or withheld under Code Section 3101, (2) H uw 67 > + 
traveling abroad, including persons in employers’ tax under Code Section 3111 W) sr as 7 
ge . 7 ; rage ; 2 Z 
the military or naval service on duty and (3) income tax on wages withheld Wu. 4 y 
outside the United States. (Code Sec- under Code Section 3402. For December, Z = Fe -% 
tion 6081: Regulations 118, Section the employer may either include with —s re My, 
- hs . e ic > - Sar rect re itt ~ bed 4% 
39.53-3(a).) Forms: (1) Form 1065; his return (Form 941) direct nagmgpeers 2 o == 
(2)-(4) Form 1120; (5) Form 1040, to district director or attach to such >: Z 
Rails Bian ities ok ait return a depositary receipt for the amount a U ey 
M¢ r 2 > Ss ‘ *k- 7 J 
. validated by a federal reserve bank. M © Z 
Zz 
eT 


Where the return on Form 941 is ac- 
companied by depositary receipts (Form 
450), showing timely deposits, in full 





* r e livery > e ° . 
Due date for payment and delivery to the payment of the taxes due for the entire 
local district director of internal reve- quarter, the return may be filed on or 
nue, by stamp depositaries of the United before February 10. (Regulations 120, 
States, of requisitions for all stamps Sections 406.601, 406.606.) 


purchased during the preceding month, 


. Las ay for employer to furnish each 
with stamp status statement. st day for Nene = 


employee 1957 income tax withholding 


Fourth quarterly payment of income tax statement on Form W-2. 


by an estate for calendar year 1956. 
(Code Section 6152; Regulations 118, 
Section 39.56-1(b)(3).) 


Employers of four or more file Form 940 
for 1957 FUTA tax. 
Due date of federal use tax return and 





January 31 payment of tax on highway motor 

Due date of return for the quarter ending vehicles where first use occurred in 

December 31, 1957, of excise taxes on December. (Regulation Sections 41.6011 
safe deposit boxes; transportation of (a)-1, 41.6071(a)-1.) Form 2290 
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COMPLETELY REVISED AND ENLARGED, this Third Edition brings 
together in convenient, usable form the up-to-date law, regulations, rulings, and 
decisions of federal income taxation as they apply to the peculiar factors of the 
production side of the oil and gas industry. Pertinent tax changes resulting from 
Code amendments come in for special attention, of course. 


PIVOTAL NEW DEVELOPMENTS HELPFULLY EXPLORED include: 
carved-out oil payments; partnership ventures in oil and gas interests; exchanges of 
oil properties; first-year rental payments under government leases; net profit pay- 
ments; unitizations; and increased usage of A-B-C financing of oil property acquisi- 
tions; to name a few. Other important topics clearly discussed and analyzed include: 
bonus arrangements; lease costs; interests in oil and gas in place; etc. 


SPECIAL TREATMENT OF DEPLETION PROBLEMS—Timely depletion 
topics covered include: depletion; general depletion; cost depletion; general deple- 
tion deduction—and specific examples of allowance or disallowance of depletion 
deduction are thoughtfully provided. Throughout, in his handling of depletion 
puzzlers, the author has carefully made clear the probable effects of the proposed 
new depletion regulations 


Jest of all... FINAL DEPLETION REGULATIONS TO COME AT 
NO EXTRA CHARGE—In addition, when these Regulations 
are issued in final form, buyers of this Third Edition will 
receive at no extra cost a booklet—of about 64 pages—con- 
taining the text and information concerning them. 


QUICK, AUTHORITATIVE REFERENCE—Where federal oil and gas income 
taxation presents a problem, a book you can understand and trust is needed—and 
“Oil and Gas Federal Income Taxation” is written out of long practical experience 
in this complex field. Moreover, each principle discussed is backed up with direct 
citation to supporting authority. A quick-finding topical index facilitates speedy and 
easy use. Table of cases; 352 pages; 6% x 9% inches; hard bound; gold stamped. 
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